
1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

BEFORE THE ARIZONA CORPORATION Cr 

COMMISSIONERS 

MIKE GLEASON, Chairman 
WILLIAM A. MUNDELL 

CRISTIN K. MAYES 
3ARY PIERCE 

lEFF HATCH-MILLER 

N THE MATTER OF THE APPLICATION OF 
JNS GAS, INC. FOR THE ESTABLISHMENT 
3F JUST AND REASONABLE RATES AND 
ClHARGES DESIGNED TO REALIZE A 
XEASONABLE RATE OF RETURN ON THE 
FAIR VALUE OF THE PROPERTIES OF UNS 
3AS, INC. DEVOTED TO ITS OPERATIONS 
FHROUGHOUT THE STATE OF ARIZONA 
2ORPORATION COMMISSIONON. 

N THE MATTER OF THE APPLICATION OF 
JNS GAS, INC. TO REVIEW AND REVISE 
:TS PURCHASED GAS ADJUSTOR. 

N THE MATTER OF THE INQUIRY INTO 
THE PRUDENCE OF THE GAS 
PROCUREMENT PRACTICES OF UNS GAS, 
NC. 

lullullullllllllllllllllllllllllulllullllllull~ll~ll 
0000070053 

DOCKET NO. 6-04204A-06-0463 

DOCKET NO. G-04204A-06-00 13 

DOCKET NO. 6-04204A-05-083 1 

STAFF’S NOTICE OF FILING 
SURREBUTTAL TESTIMONY 

Staff of the Arizona Corporation Commission (“Staff ’) hereby files the Surrebuttal Testimony 

Df Robert G. Gray (Utilities Division); Julie McNeely-Kirwan (Utilities Division); Ralph C. Smith 

[Consultant - Larkin & Associates, Inc.); David C. Parcel1 (Consultant - Technical Associates, Inc.); 

Steven W. Ruback (Consultant - The Columbia Group); and Jerry Mend1 (Consultant - MSB Energy 

Associates, Inc.) in the above-referenced matter. 

RESPECTFULLY SUBMITTED this 4* 

Arizona Comoration Commission ApR -42007 . .. 
1200 West Washington Street 
Phoenix, Arizona 85007 
(602) 542-3402 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

li 

18 

1: 

2( 

2: 

2: 

2: 

28 

2 

2 

2 

28 

Iriginal and Seventeen (1 7kcopies 
f the foregoing filed this 4 day 
f April 2007 with: 

locket Control 
irizona Corporation Commission 
200 West Washington Street 
'hoenix, Arizona 85007 

:opies of th:,foregoing e-mailed 
nailed this 4 day of April 
!007 to: 

dichael W. Patten 
Coshka DeWulf & Patten PLC 
h e  Arizona Center 
io0 East Van Buren Street 
suite 800 
'hoenix, Arizona 85004 

Scott S. Wakefield 
xuco 
11 10 West Washington Street 
Suite 220 
Phoenix, Arizona 85007 

Raymond S. Heyman 
Michelle Livengood 
UniSource Energy Services 
One South Church Avenue 
Suite 1820 
Tucson, Arizona 85701 

Copi?; of the foregoing mailed 
this 4 day of April 2007 to: 

Cynthia Zwick, Executive Director 
ACAA 
2700 North 3rd Street, Suite 3040 
Phoenix, Anzona 85004 

Marshall Magruder 
Post Office Box 1267 
Tubac, Arizona 85646 

2 



I 

APRIL 4,2007 

SURREBUTTAL 

TESTIMONY 

OF 

ROBERT G. GRAY 

JULIE MCNEELY-KIRWAN 

RALPH C. SMITH 

DAVID C. PARCELL 

STEVEN W. RUBACK 

JERRY E. MENDL 

DOCKET NOS. 6-04204A-06-0463 

G-04204A-06-0013 

& 

G-042 04A-05-083 1 

IN THE MATTER OF THE APPLICATION OF 
UNS GAS, INC. FOR JUST AND REASONABLE 

RATES AND CHARGES 



BEFORE THE ARIZONA CORPORATION COMMISSION 

MIKE GLEASON 

WILLIAM A. W E L L  
Chairman 

Commissioner 

Commissioner 
KRISTIN K. MAYES 

Commissioner 
GARY PIERCE 

Commissioner 

JEFF HATCH-MILLER 

IN THE MATTER OF THE APPLICATION OF ) 
UNS GAS, INC. FOR JUST AND REASONABLE ) 
RATES AND CHARGES. 1 6-04204A-06-083 1 

DOCKET NOS. G-04204A-06-0463, 
G-04204A-06-0013, 

SURREBUTTAL 

TESTIMONY 

OF 

ROBERT G. GRAY 

PUBLIC UTILITIES ANALYST V 

UTILITIES DIVISION 

ARIZONA CORPORATION COMMISSION 

ARPIL 4,2007 



TABLE OF CONTENTS 

PAGE 

INTRODUCTION .......................................................................................................................... 1 

PURCHASED GAS ADJUSTOR .................................................................................................. 1 



EXECUTIVE SUMMARY 
UNS GAS INC. 

DOCKET NOS. G-04204A-06-0463 ET AL 

My surrebuttal testimony in this proceeding addresses issues related to UNS Gas Inc.’ 
(“UNS”) purchased gas adjustor (“PGA”) mechanism. UNS7 rebuttal testimony discusses 
several issues related to the PGA mechanism where UNS’ recommendations differ from Staffs. 
My surrebuttal testimony provides Staffs response to these issues. 
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INTRODUCTION 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Please state your name, occupation, and business address. 

My name is Robert G. Gray. I am a Public Utility Analyst V employed by the Arizona 

Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff 7. 
My business address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Are you the same Robert G. Gray that filed direct testimony in this case on behalf of 

Staff? 

Yes. 

What is the purpose of your surrebuttal testimony? 

This surrebuttal testimony will address portions of UNS Witness Dave Hutchens’ rebuttal 

testimony related to bNS7 PGA mechanism. 

PURCHASED GAS ADJUSTOR 

Q. 

A. 

What position has UNS taken on the PGA bandwidth in Mr. Hutchens’ rebuttal 

testimony? 

Mr. Hutchens indicates in his rebuttal testimony that UNS believes that removal of the 

PGA bandwidth is the best long-term solution, but that adoption of the Residential Utility 

Consumer Office’s (“RUCO’) proposal of a $0.20 per therm PGA bandwidth is a 

reasonable compromise in this case. 
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Q. 

A. 

Q* 
A. 

Mr. Hutchens cites the Commission’s action regarding Duncan Rural Services 

(“Duncan”) in Decision Number 68599 (March 23,2006) as support for UNS’ goal of 

eliminating the PGA bandwidth. Do you agree? 

No. While the Commission did substantially expand the PGA bandwidth for Duncan in 

Decision Number 68599, the Commission clearly indicated that such action was based 

upon the specific circumstances of the Duncan case. In that case the Commission was 

dealing with a very small natural gas cooperative (approximately 800 customers) with 

significant financial concerns. Staff does not believe that the Commission’s treatment of 

Duncan is necessarily any indication of how the Commission should, or will, address 

UNS’ PGA bandwidth. 

Do you agree with the UNS’ proposal to set the PGA bandwidth at $0.20 per therm? 

Staff continues to believe that its proposal in direct testimony to expand the PGA 

bandwidth from $0.10 per therm to $0.15 per therm reasonably balances ratepayer and 

UNS interests. To the extent the PGA bandwidth is expanded further over time, Staff 

prefers a more gradual approach, with the Commission, Staff, RUCO, and other parties 

assessing the impacts of a move to a $0.15 per therm PGA bandwidth before possibly 

considering a larger change in future proceedings. 

As has been discussed in the past, the size of the PGA bandwidth reflects a balancing of 

multiple public policy goals, including timely recovery of gas costs by the utility, 

reduction of price volatility for ratepayers, and the Commission’s interest in reviewing 

significant changes in rates before they are passed along to ratepayers. Depending on how 

these public policy goals are balanced, arguments can be made for either increasing, 

decreasing, or holding constant the PGA bandwidth. As discussed in my direct testimony, 
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I believe an increase in the PGA bandwidth to $0.15 per therm should be adopted at this 

time. 

Q* 

A. 

Q. 
A. 

Q. 
A. 

Have you reviewed the discussion of the interest rate(s) on the PGA bank balance in 

Mr. Hutchins’ rebuttal testimony? 

Yes. 

Are you changing your recommendation? 

No. For the reasons discussed in my direct testimony, I believe the Commission should 

retain existing interest rate for the PGA bank balance, rather than adopting UNS’ tiered 

interest rate proposal. 

Does this conclude your surrebuttal testimony? 

Yes, it does. 
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EXECUTIVE SUMMARY 

UNS GAS, INC. 
DOCKET NOS. G-04204A-06-0463, G-04204A-06-0013 

AND G-04204A-05-0831 

This Surrebuttal Testimony addresses issues raised by UNS Gas, Inc., (“UNS GAS”) in 
its Rebuttal Testimony, including the baseline study proposed by UNS Gas, the CARES 
program, cost-effectiveness tests, the Demand-Side Management (“DSM’) Program Portfolio 
Plan, the DSM adjustor, the DSM adjustor reset filing deadline, reporting requirements and the 
adjustment to test year data relating to CARES. 
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INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please state your name and business address. 

My name is Julie McNeely-Kinvan. 

Street, Phoenix, Arizona 85007. 

My business address is 1200 West Washington 

Have you previously filed testimony in this docket? 

Yes. I filed Direct Testimony addressing UNS Gas, Inc.’s (“UNS Gas”, “UNS” or 

“Company”) low-income and demand-side management (“DSM’) programs. 

What is the subject matter of this Surrebuttal Testimony? 

This Surrebuttal Testimony will address the proposed baseline study, as well as low- 

income and DSM issues discussed in UNS Gas’ Rebuttal Testimony. 

BASELINE STUDY 

Q. 

A. 

Q. 

A. 

Should a baseline study be done to assist UNS Gas in monitoring the performance of 

its DSM programs, as proposed by UNS Gas witnesses James S. Pignatelli (p. 9) and 

Denise Smith (pp. 9-12)? 

A baseline study would establish the level of natural gas demand and consumption, and 

the associated costs, that would occur in the absence of a DSM program. Establishing a 

baseline would provide UNS with valuable information for measuring and improving the 

cost-effectiveness of its DSM programs. Such a study can also assist UNS in identifying 

and designing new DSM measures or programs. 

Should the cost of the baseline study be recovered through the DSM adjustor, as 

proposed by Ms. Smith (p. 12)? 

Yes. Because the purpose of the proposed. baseline study is to aid UNS in monitoring the 
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effectiveness of its DSM programs, the cost of the baseline study should be recovered 

through the DSM adjustor. 

Q. 

A. 

Should the cost of the baseline study be included in the DSM adjustor immediately, 

as proposed by Ms. Smith (p. 12)? 

No. UNS has not provided an estimate on the cost of such a study. If UNS at a hture 

date provides the estimated cost of the baseline study, Staff will review the reasonableness 

of such estimate and make appropriate recommendations. 

The proposal for the baseline study should be submitted in a separate docket for approval 

by the Commission. 

THE CARES PROGRAM 

Q. Do Staffs proposals regarding the CARES rate structure preserve the incentive to 

conserve? 

Yes. In Ralph Smith’s Surrebuttal Testimony, Staff proposes a rate of $0.3177 for 

distribution margin therms for all residential customers. Staff also proposes to retain the 

existing $7.00 monthly customer charge and $0.15 discount on the first 100 therms for 

CARES customers. (As is currently the case, the $0.15 discount would be in effect only 

from November through April.) Under Staffs proposals, CARES customers would pay 

$0.1677 for the first 100 therms and $0.3177 for all therms thereafter. The increased cost 

of therms over the 100-therm limit provides a price signal and incentive to CARES 

customers to conserve. 

A. 
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Q. 

A. 

Q* 

A. 

UNS Gas witnesses James S. Pignatelli (p. 13) and D. Bentley Erdwurm (pp. 19-20) 

state that the UNS proposal does not eliminate incentive to conserve. Does Staff 

agree? 

No. The proposed year-round $6.50 monthly discount and flat $0.1862 per-therm charge 

do not provide as much incentive to conserve as the existing CAFES discount, which Staff 

recommends be retained. Aside from the flat per-therm charge, there is no incentive for 

CARES customers to conserve; the same discount and the same per-therm charge apply 

regardless of the number of therms used. Moreover, eliminating the volumetric discount 

and imposing a flat $0.1862 charge would increase the per-therm price by $0.0358 for 

usage under 100 therms, while decreasing the price for usage above 100 therms during the 

winter discount period. (The price for each therm over 100 therms used would decrease to 

$0.1862 from the existing $0.3004). 

Although there is still a cost attached to each therm used, a rate that represents an increase 

for lower therm usage and a decrease for higher therm usage limits the incentive to 

conserve. 

Mr. Erdwurm asserts that the UNS Gas rate design will have a positive impact for all 

low-usage residential customers (pp. 19-20). Does Staff believe that low-usage 

CARES customer will experience a positive impact from the UNS rate design? 

No. The primary reason for this is the increased monthly service charges proposed by 

UNS for all residential customers. Even with the CARES year-round discount of $6.50, 

the total annual increase would be $42, or 50 percent above the current annual total of 

$84. ((8 summer-rate months x $13.50) + (4 winter-rate months x $4.50) = $126.) 
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For CARES customers, while the “winter” rate is $2.50 per month less than CARES 

customers are currently paying, the “summer” rate is $6.50 per month more. Also, in 

terms of the total annual increase in the customer charge, the impact of the higher or 

“summer” rate is magnified by the fact that the higher rate is charged for eight months of 

the year, while the lower or “winter rate” is in place for only four months. 

Q* 

A. 

Q. 

A. 

What is the annual impact of the UNS Gas proposal on the average CARES 

customer? 

For CARES customers in the test year, the total average annual usage was 490 therms. 

Under the existing structure, the total annual average cost of distribution margin therms 

and monthly customer charges would be $171.22. Under the UNS proposal, this cost 

would increase to $217.24 (+$46.02), while under the Staff proposal in Ralph Smith’s 

Surrebuttal Testimony it would increase to $182.07 (+$10.85). 

Mr. Erdwurm states, “The objective of the Company’s rate design proposal is to 

correct for the existing subsidy high usage customers in cold climates provide to their 

counterparts in warm climates. Eliminating this inequity should apply to both non- 

CARES and CARES customers.” (pp. 19-20) Please comment. 

UNS concerns regarding the cold climatehot climate subsidy are addressed in Staff 

witness Ralph Smith’s rate design proposal. Under Staffs proposed rate schedule, 

monthly customer charges have been increased for every rate class except CARES. 

Staff does not agree with Mr. Erdwurm’s statement that changes designed to eliminate the 

cold climate subsidy should apply to CARES customers, particularly if those changes 

include a large annual increase in the monthly customer charge. CARES customers are a 

protected and explicitly subsidized class of customers, and are the least able to absorb rate 
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increases, regardless of whether they live in warm or cold climates. The value of 

extending anti-subsidy measures to the CARES rate class is outweighed by the importance 

of keeping gas rates affordable for low-income customers who otherwise may find 

themselves unable to pay for gas service. As UNS Exhibit DAS-1 notes, “Low-income 

persons must often make monthly decisions as to whether to pay rent or mortgage, pay 

utilities, or buy food.” (Northern Arizona Council of Governments (NACOG) letter to 

Tucson Electric Power, 2/28/07) 

ADJUSTMENT TO TEST YEAR DATA (CARES DISCOUNT) 

Q. 
A. 

Q. 

A. 

What is the current adjustment arising from UNS’ proposal on CARES discounts? 

On page 4 of UNS Schedule C-2, page 4, in the column for CARES expenses, there is an 

adjustment of $49,248 under Operating Expenses, Depreciation and Amortization. 

The CARES discount proposed by UNS ($441,511) is included in the calculation of the 

$49,248 adjustment, along with amortized recovery of the balance in the CARES deferred 

account through the end of the test year. The $441,5 1 1 discount represents the total cost 

of the year-round $6.50 discount on the monthly service charge. (Please see UNS 

worksheet entitled “Change in Residential Customers by Rate - All Regions,” from UNS 

Gas’, Responses to Staffs Data Requests 5.1 and 5.2.) 

Is an adjustment to test year data required with respect to Staff’s recommendation 

on CARES discounts? 

Yes. Staff has not recommended adoption of UNS’ proposed discount, above. Under 

Staffs proposal for the CARES class, the current monthly customer charge and per therm 

discount are retained, and the foregone revenue is spread through the base rates for all 

classes. Because the Staff-recommended CARES discount is already included in the rate 
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design, the $441,511 CARES discount proposed by UNS should be removed from 

Operating Expenses. Staff witness Ralph C. Smith makes the necessary adjustment in his 

Surrebuttal Testimony, as Adjustment C-20. 

Q. 

A. 

Should the Company be allowed to recover the amount accrued in the CARES 

deferred account? 

The balance accrued through the test year should be recognized, as stated above. Any 

balance accrued in the deferred account from the end of the test year through conclusion 

of the current UNS Gas rate case should be considered for recovery during the next UNS 

Gas rate case. 

COST-EFFECTIVENESS TESTS 

Q- 

A. 

UNS witnesses James S. Pignatelli (p. 10) and Denise Smith (p. 3-5, p. 7) express 

concern regarding Staff's use of the Societal Cost Test to evaluate the cost- 

effectiveness of DSM programs. Does the Societal Cost Test include a consideration 

of economic concerns? 

Yes. Like the Total Resource Cost Test, to evaluate cost-effectiveness, the Societal Cost 

Test takes into account avoided utility costs as a benefit, balancing this benefit against 

incremental utility costs (excluding incentives) and incremental participant costs. 

However, unlike the Total Resource Cost Test, the Societal Cost Test includes avoided 

environmental impacts as a benefit to be considered in evaluating the cost-effectiveness of 

a DSM program or portfolio. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Surrebuttal Testimony of Julie McNeely-Kinvan 
Docket Nos. 6-04204A-06-0463 et a1 
Page 7 

Q. 

A. 

Q. 

A. 

Do you disagree with UNS’ internal use of other cost-effectiveness tests, in addition 

to the Societal Test (Smith, pp. 3-7)? 

No. However, Commission Staff utilizes the Societal Cost Test to evaluate the cost- 

effectiveness of DSM programs and, to that end, requires information from UNS on the 

avoided environmental impacts of DSM programs. Even when the value of the impacts 

cannot be quantified, it can be used qualitatively in evaluating proposed programs, 

particularly programs where the cost-benefit ratio is close to 1. (Weatherization programs 

are an example of programs where the cost-benefit ratio can be close to 1 .) 

Should economic concerns be taken into account when evaluating UNS Gas DSM 

programs? (Smith, p. 7) 

Cost-effective DSM is less expensive than acquiring energy supplies, thus benefiting both 

the utility and ratepayers. Therefore, it is economical for a utility to pursue cost-effective 

DSM. 

DSM PROGRAM PORTFOLIO PLAN 

Q. 

A. 

Please comment on Ms. Smith’s testimony regarding submission of program 

proposals and implementation of UNS’ DSM programs (pp. 5,lO). 

Ms. Smith states in her Rebuttal Testimony that UNS has agreed to file detailed program 

proposals as soon as possible, rather than waiting for the conclusion of the UNS Electric 

rate case. In fact, UNS docketed its Demand Side Management Program Portfolio Plan 

(“DSM Plan”) on March 23,2007, as a supplemental exhibit. The UNS DSM Plan has not 

yet been reviewed in any detail by Staff, but includes information on Low-Income 

Weatherization (“LIW’), Energy Smart Homes, Efficient Home Heating and the 

combined program for Commercial Cooking and Heating, Ventilating and Air 

Conditioning (“HVAC”). UNS states that its DSM Plan will also be filed as part of a 
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separate application for approval. (Ms. Smith advises that, because the UNS Electric case 

is not concluded, the proposals will include assumptions about joint program 

implementation and administration with UNS Electric.) 

DSM ADJUSTOR 

Q- 

A. 

Ms. Smith states that UNS is close to implementing several programs and proposes 

that half the cost of the new DSM programs be included in the DSM adjustor as soon 

as the UNS Gas case concludes. This would be in addition to the amounts included 

for the LIW program and for the baseline study. Does Staff agree? 

No. Although UNS has submitted its DSM Plan, rather than waiting for conclusion of the 

UNS Electric case, Staff remains concerned about funding programs either not in 

operation, or not sufficiently ramped up to require finding at the level of an ongoing 

program. Given the time required to conclude the UNS Gas case, and for review and 

possible approval, of the programs, the UNS DSM portfolio may not be filly functional 

for the entire six months prior to the reset. This could result in over-collection at the DSM 

adjustor level proposed by UNS. 

Staff recommends that the LIW hnding ($113,400) and one quarter of the proposed 

budget for the remaining DSM programs ($229,154 = one quarter of $916,616) be 

included in the DSM adjustor at the conclusion of the UNS Gas case. Divided by test year 

therms of 138,233,864, this results in a Staff recommended per-therm DSM adjustor 

charge of $0.0025. This, Staff believes, strikes a balance between the need to avoid over- 

collecting and the Company’s need to recover costs on a timely basis. 
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DSM ADJUSTOR RESET FILING DEADLINE 

Q. Ms. Smith states (p. 11) that UNS would not have the necessary data to file for the 

DSM adjustor reset by January 31 and proposes that the filing be done on April 1 of 

each year, moving the annual adjustment to May 15 or June 1. Does Staff agree with 

this proposal? 

Yes. Given Ms. Smith’s information, Staff recommends that the DSM adjustor reset filing 

be done on April 1 of each year, with the annual adjustment moved to June 1. Moving the 

annual adjustment to June 1 , rather than May 15, allows time for the filing to be reviewed 

and processed, and for the Commission to deal with any issues that may arise. 

A. 

DSM REPORTS 

Q. 

A. 

Ms. Smith proposes to submit DSM reports on an annual basis, rather than a semi- 

annual basis (p. 10). Does Staff agree? 

No. Staff recommends that UNS file DSM reports with the Commission on a semi-annual 

basis, including data on current program spending. Under its proposed DSM Plan, UNS 

would be implementing multiple, new demand-side management programs. Actual 

perfonnance is difficult to predict and must be monitored closely, especially in the early 

phases of a new program. An example would be the need to track the impact of housing 

market conditions and evolving construction standards on the Residential New 

ConstructiodEnergy Smart Homes program. Particularly in the early stages of a program, 

semi-annual reports provide an opportunity for problems to be identified and addressed in 

a timely fashion. 

The semi-annual report should list the costs incurred for each DSM program during the 

reporting cycle, and include a bank balance for each program. 
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In its Direct Testimony, Staff recommended that the semi-annual reports should be filed 

within 60 days after the close of a reporting cycle (January-June and July-December). For 

simplicity and consistency, the semi-annual reports should be filed on March 1 and 

September 1 of each year. Filing of the July-December report by March 1 will give Staff 

time to review and evaluate the performance of UNS’ DSM programs prior to the annual 

adjustor reset. 

The question of moving to annual reports can be revisited at a fbture proceeding, once the 

UNS programs have been established and are meeting DSM goals in a cost-effective 

manner. 

Q. 

A. 

Q. 
A. 

On page 10 of her testimony, Ms. Smith states, “[Slince gas consumption in the UNS 

Gas territory tends to be winter seasonal, a one-year reporting interval is far more 

meaningful in providing program results information than a six-month interval.” 

Please comment. 

The DSM programs proposed by UNS will require a variety of year-round activities that 

should be included in the semi-annual reports. For example, in addition to reporting on 

the costs and bank balances for each program, there should be reporting on activities such 

as the number of new, energy efficient homes built or the number of homes weatherized 

during the reporting cycle. For more information, please see page 25 of my Direct 

Testimony. 

Does this conclude your surrebuttal testimony? 

Yes, it does. 
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EXECUTIVE SUMMARY 
UNS GAS, INC. 

DOCKET NOS. G-04204A-06-0463, G-04204A-06-0013 
AND G-04204A-05-0831 

My surrebuttal testimony addresses the following issues: 
0 The Company’s proposed revenue requirement 
0 Adjustments to test year data 
0 Rate base, including construction work in progress 
0 Test year revenues (including number of customers and usage) and expenses 
0 Staffs updated proposed rate design, based on changes to the base rate revenue requirement 

reflected in my surrebuttal testimony 

My findings and recommendations for each of these areas are as follows: 
0 The Company’s proposed revenue requirement on a base rate increase of $9.647 million is 

overstated. As described in my surrebuttal testimony, based on the information received 
and reviewed to date, I recommend that UNS Gas be authorized a base rate increase of 
$4.312 million. This represents a net decrease of $409 thousand from the $4.721 million 
base rate increase described in my direct testimony. Staffs surrebuttal recommendation for 
the amount of base rate revenue increase is based upon applying an appropriately adjusted 
weighted cost of capital to Staffs adjusted Fair Value Rate Base. The comparable base rate 
increase, applying Staffs recommended weighted cost of capital to adjusted Original Cost 
Rate Base, is $4.336 million. 

0 The following table shows Staffs recommended adjustments to UNS Gas’ proposed 
original cost and fair value rate base that should be made, and identifies the changes from 
Staffs direct to Staffs surrebuttal position: 

The following table shows Staffs recommended adjustments to UNS Gas’ proposed 
revenues, expenses and net operating income that should be made, and identifies the 
changes from Staffs direct to Staffs surrebuttal position: 



Summary of Staff Adjustments to Net Operating Income 
Staff Rebuttal I Staff Direct I 

I Increase I Increase I I I 

0 Based on a base rate revenue increase of $4.312 million, Staff proposes the revised rates 
shown on Attachment RCS-Sl(R) to my surrebuttal testimony. The customer charge rates 
are the same as those contained in my supplemental testimony. The difference in the 
amount of base rate revenue increase has resulted in slightly lower volumetric charges than 
were proposed in my supplemental testimony. 

0 Staffs updated bill impact analysis relating to such rates is shown on Attachment RCS- 
S2(R) to my surrebuttal testimony. 
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I. 

Q. 
A. 

Q. 

A. 

Q. 
. A. 

Q. 
A. 

Q. 
A. 

INTRODUCTION 

Please state your name, position and business address. 

Ralph C. Smith. I am a Senior Regulatory Consultant at Larkin & Associates, PLLC, 

15728 Farmington Road, Livonia, Michigan 48 154. 

Are you the same Ralph C. Smith who filed direct testimony in this case on behalf of 

the Arizona Corporation Commission (“ACC” or  “Commission”) Utilities Division 

Staff (“Staff”)? 

Yes, I am. 

What is the purpose of your surrebuttal testimony? 

The purpose of my testimony is to respond to selected issues that were presented in the 

rebuttal testimony of UNS Gas, Inc. (“UNS GAS”). 

What issues are addressed in your testimony? 

My testimony addresses the company’s proposed revenue requirement and rate design. I 

address Staffs adjustments to rate base and net operating income, and present a re- 

calculation of the revenue requirement and Staffs proposed rate design, based on 

information available at the time of the preparation of my surrebuttal testimony. 

Have you prepared any exhibits to be filed with your testimony? 

Yes. Attachment RCS-2S contain the results of my analysis and presents Staffs updated 

revenue requirement. 

Attachments RCS-Sl(R) and RCS-S2(R) present Staffs updated rate design and bill 

imp act analysis . 
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Q* 

A. 

11. 

How was your surrebuttal testimony on behalf of Staff impacted by outstanding 

discovery? 

Staff had issued a set of discovery to UNS Gas (set 22) on March 22, 2007. The 

company’s responses to that discovery could impact Staffs evaluation of some of the 

issues discussed in the UNS Gas rebuttal testimony. As of April 2, 2007, I have not yet 

received or had an opportunity to review UNS Gas’ responses to those discovery requests. 

I received UNS Gas’ initial partial responses to this set of Staff discovery on April 3, 

2007. Staff will make the appropriate recommendations after it has had an opportunity to 

more thoroughly review UNS’ responses. 

REVENUE REQUIREMENT 

Staff Recommendation 

Q. 
A. 

Q. 
A. 

What revenue increase does Staff recommend? 

In Staffs Direct testimony, Staff recommended a revenue increase of $4.721 million. As 

a result of the adjustments discussed in my surrebuttal testimony, Staff recommends a 

revised revenue increase of $4.312 million, which is a reduction of $409,000. As shown 

on exhibit RCS-2S, schedule A, this is based on Staffs position that an adjusted weighted 

cost of capital should be applied to the FVRB. The comparable revenue increase that 

would be produced on the OCRB is $4.336 million. 

What revenue increase has been requested by UNS Gas? 

UNS Gas is requesting a revenue increase of $9.647 million. In its rebuttal testimony, 

UNS Gas has agreed to a number of issues raised by Staff and RUCO. UNS Gas witness 

Dallas Dukes shows on his rebuttal exhibit DJD-1, page 3, that the company’s proposed 

revenue requirement has been revised from the original request of $9.647 million 
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downward to $9.487 million. However, the company continues to claim that its originally 

requested amount of $9.647 million is justified. 

The Return Developed for Original Cost Rate Base Should Not Be Applied to Fair Value 

Rate Base Without Appropriate Adjustments 

Q. 

A. 

Q. 
A. 

How can UNS Gas still be claiming that it should receive the same amount of overall 

revenue increase that it originally requested, even after agreeing to some of the Staff 

and RUCO adjustments and showing a reduced revenue increase on rebuttal exhibit 

DJD-l? 

One of the primary reasons for this is a new position advocated by the company in its 

rebuttal testimony: that the weighted cost of capital that was developed to apply to the 

original cost rate base should now be applied to the higher fair value rate base. At page 28 

of his rebuttal testimony, UNS Gas witness Kentton Grant recommends: 

“that the Commission apply the weighted cost of capital (or overall ROR) to the 

company’s fair value rate base for purposes of setting rates in this proceeding. To the 

extent such a calculation would result in a higher rate increase than proposed by the 

company, UNS Gas would still be limited to the original rate relief sought in the 

company’s rate application.” 

Is this new UNS Gas position consistent with the company’s original filing? 

No, it is not. In UNS Gas’ own original filing, the company adjusted the return that is to 

be applied to fair value rate base downward, consistent with long-standing Commission 

practice, such that the revenue requirement produced by both the original cost rate base 

and the fair value rate base would not result in an excessive return on equity to the utility. 

UNS Gas’ new position on this issue is also inconsistent with the way the return was 
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applied to the fair value rate base in the current rate case filing of its affiliate, UNS 

Electric, in docket No. E-04204A-06-0783. 

Q. 
A. 

Q. 

A. 

What is the basis for this new position by UNS Gas? 

According to Mr. Grant’s rebuttal testimony, at page 28, the basis for this new position by 

UNS Gas is his “non-legal understanding of that ruling [i.e., a recent Arizona Court of 

Appeals ruling involving Chaparral city water company], is that the Arizona Court of 

Appeals found that Staffs determination of operating income ignored fair value rate base, 

and that the Commission must use fair value rate base to set rates per the Arizona 

constitution.” 

Does Staff agree with Mr. Grant’s recommendation that, as a result of that ruling, 

the weighted cost of capital that was developed for use with an original cost rate 

base, should be applied without adjustment to the fair value rate base? 

Absolutely not. Staff strongly disagrees with this recommendation by Mr. Grant for two 

reasons. First, the Court of Appeals, in the decision cited by Mr. Grant, specifically stated 

that the Commission was not bound to do what Mr. Grant is recommending. Page 9 of the 

Court of Appeals decision stated that: “Chaparral city ... asks that the Commission be 

directed to apply the ‘authorized rate of return’ to the fair value rate base rather than to the 

OCRB, as Chapparal City contends was done here.” This is essentially the same 

recommendation being made by Mr. Grant in his rebuttal testimony in the current UNS 

Gas rate case. However, at page 13, paragraph 17, that Court of Appeals decision states as 

follows: “the Commission asserts that it was not bound to use the weighted average cost 

of capital as the rate of return to be applied to the FVRB. The Commission is correct.” 
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Thus, the Court of Appeals clearly stated that the Commission is not bound to apply to the 

FVRB the same weighted average cost of capital that was developed for application to the 

OCRB. 

Second, the methodology advocated by Mr. Grant (of applying the weighted cost of 

capital that was developed for use with an original cost rate base, without adjustment, to 

the FVRB) would tend to result in an unreasonable and excessive return on equity to the 

utility. 

For these reasons, Staff strongly recommends that the methodology recommended by Mr. 

Grant be rejected. 

Q. 
A. 

Q* 

A. 

What other guidance was provided in that Court of Appeals decision? 

At pages 13-14, paragraph 17, the Court of Appeals decision stated that: “ ... the 

Commission cannot ignore its constitutional obligation to base rates on a utility’s fair 

value. The Commission cannot determine rates based on the original cost, or OCRB, and 

then engage in a superfluous mathematical exercise to identify the equivalent FVRB rate 

of return. Such a method is inconsistent with Arizona law.” At page 13, the decision 

states: “if the Commission determines that the cost of capital analysis is not the 

appropriate methodology to determine the rate of return to be applied to the FVRB, the 

Commission has the discretion to determine the appropriate methodology.” 

How has Staff addressed the ruling in the Court of Appeals decision for purposes of 

the current UNS Gas rate case? 

In view of the Court of Appeals decision, Staff has appropriately adjusted the weighted 

cost of capital to the utility’s fair value rate case. David Parcell’s surrebuttal testimony 
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describes Staffs position and response to the company's interpretation of the recent 

Chaparral decision. I would like to also point out, however, that the Chaparral decision is 

very recent and may still be the subject of hrther appeal. Further, Staff is still evaluating 

the decision. 

On schedule D of Exhibit RCS-2S7 I have derived the adjusted weighted cost of capital for 

application to the FVRB. On schedule A of that Exhibit I have applied Staffs adjustment 

to the weighted cost of capital as described by Mr. Parcel1 in his surrebuttal testimony. As 

shown on exhibit RCS-2S, Schedule A, the application of Staffs adjusted weighted cost 

of capital to the FVRB results in revenue increase of $4.312 million. In this instance, the 

application of the adjusted weighted cost of capital to the FVRB produces a slightly lower 

revenue requirement than does the application of the unadjusted rate of return to OCRB. 

111. 

Q. 
A. 

Rate base 

What rate base issues are you addressing in your surrebuttal? 

I am addressing three rate base issues where there is a difference in the UNS Gas rebuttal 

position and the Staff recommendation: 

0 

0 Cash working capital 

Exclusion of C W P  from rate base 

Exclusion of deferred GIS costs from rate base 

With respect to the issue of exclusion of CWP from rate base, I am also addressing the 

related proposal of UNS Gas for inclusion of post-test-year plant in rate base, and a new 

issue that was not raised by UNS Gas in its direct testimony, but which is being raised in 

its rebuttal testimony: the ratemaking treatment of customer advances. 
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Q. 

A. 

Have you prepared a schedule that updates Staff’s proposed adjustments to rate 

base? 

Yes. On Exhibit RCSS-~S, Schedule B, revised, Staff’s adjustments to rate base have 

been updated for the impacts of issues described in my surrebuttal testimony. The Staff 

position on the exclusion of CWIP and deferred GIS costs from rate base has not changed 

as the result of UNS Gas’ rebuttal testimony. As a result of changes to some of the 

adjustments to operating expenses, the working capital allowance amount has changed. 

The updated rate base reflects the change to the cash working capital allowance related to 

the expense changes. 

B-1, Construction Work in Progress 

Q. 

A. 

Please summarize UNS Gas’ rebuttal concerning the company’s proposal to include 

CWIP in rate base. 

UNS Gas has proposed to include $7.189 million of construction work in progress 

(“CWIP”) in rate base. UNS Gas witness Kentton Grant presents the following reasons 

for why the company believes CWIP should be included in rate base: 

While the rate base inclusion of CWIP is unusual in the sense that it has not been used 

for many years in Arizona, it is a tool available to the Commission for purposes of 

setting fair and reasonable rates. 

Two Arizona Supreme Court cases in the 1970s discussed the inclusion of CWIP in 

rate base and indicated that the Commission could consider it in determining rates. 

There are “extraordinary circumstances” in the current case justifying the inclusion of 

CWIP in rate base because Mr. Grant claims “it will be difficult, if not impossible, for 

the company to earn its authorized rate of return over the next several years.” 

Inclusion of CWIP in rate base can be one means of addressing the “regulatory lag” 

issue for a utility with a large construction program. 
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0 An extension of time between rate case filings could be beneficial to the company and 

its customers. 

Basically, these are not new arguments for inclusion of CWIP in rate base, but rather are a 

restatement of the company’s original request that CWIP be included in rate base in order 

to maintain the company’s financial integrity, to mitigate regulatory lag, to fund its rapid 

growth and to extend the period between rate cases. 

Q. 

A. 

Q. 

A. 

Mr. Grant’s rebuttal testimony cites two Arizona Supreme Court cases in the 1970s 

that discussed the inclusion of CWIP in rate base. Has he demonstrated that the 

facts and circumstances of UNS Gas in the current case are similar to the specifics 

addressed in those cases? 

No. 

Please comment upon the use of financial projections by Mr. Grant as support for his 

arguments that CWIP should be included in rate base. 

Mr. Grant appears to be relying on financial forecasts on pages 11-12 of his rebuttal. 

According to Mr. Grant, those forecasts show that the gap between the Company’s 

embedded plant investment and incremental plant investment on a per-customer basis 

should narrow over time. Thus, the issue of regulatory lag should present less of a 

concern for the forecast period of 2007 through 2009 than it has for the historic period of 

august 2003 through December 2006. However, I would caution Against placing much 

reliance upon forecasts as the basis for ratemaking treatments, such as the CWIP issue in 

the current case. Forecasts are subject to change and can be inaccurate. 
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At pages 23-24 of his rebuttal testimony, Mr. Grant purports to recalculate his financial 

forecast and key financial indicators for UNS Gas based on inputting a $4.9 million 

reduction to the company’s requested revenue increase. However, to merely input a 

revenue difference without also reflecting the impact of the specific adjustments which 

cause that difference (i.e., without also reflecting the reasons for the difference) is 

questionable and unlikely to produce reliable forecasts that are meaningful and relevant 

for ratemaking purposes. In states that utilize hture test years, where projections are 

made beyond the historical period, adjustments are not just made to revenues but to all of 

the components of the ratemaking formula which impact the level of revenues. In 

jurisdictions that utilize future test years, when adjustments are made for disallowed 

expenses, the disallowed expenses are removed from the fbture test year. To the extent 

that Mr. Grant is attempting to use his revised financial forecasts as some lund of 

surrogate for a future test year, or as some kind of test of the reasonableness of the parties’ 

differing recommendations, his comparisons do not appear to reflect the adjustments to 

rate base or expenses that contribute to Staff recommending a different level of revenue 

increase than has been requested by the company. 

Q. 

A. 

Please discuss the issue of Regulatory Lag as it relates to th 

Utility Ratemaking in Arizona. 

CWIP issue and to 

In Arizona, a historic test year with pro forma adjustments is used to establish utility rates. 

This approach has been employed for many years, and primarily without the inclusion of 

CWIP in utility rate base. The use of a test year, with appropriate adjustments, is intended 

to assure that the elements of the ratemaking formula are in balance. Regulatory lag refers 

to the difference in time between the test year and the rate effective date. My 

understanding is that it has always existed as an integral part of rate of return-based public 

utility regulation in Arizona, and for that matter virtually all states. It is not a new 
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phenomenon which would require a change in basic regulatory policy. Moreover, there 

are other aspects of regulatory lag that benefit the company. These include expired 

amortizations and accumulated depreciation. The company continues to earn a return on 

Q. 
A. 

Q. 

A. 

and receives a recovery of assets that have already been recovered. 

Is inclusion of CWIP in rate base up to the discretion of the Commission? 

Yes, it is. Staffs understanding is, in specific instances, the Commission has allawed a 

utility to include CWIP in rate base, but the Commission’s general practice has been to not 

allow CWIP to be included in rate base. 

At page 26 of his rebuttal, Mr. Grant claims that your testimony does not describe 

what “burden of proof’ UNS Gas would have to meet in order to have CWIP 

included in rate base. Please respond. 

As I noted in my direct testimony, the burden of proof is on UNS Gas to prove its revenue 

requirement. Where the Commission has a very well-established policy, such as the 

exclusion of CWIP from rate base, UNS Gas must show convincingly that it is different in 

significantly important respects than the comparable circumstances in the other utility rate 

cases over the past decades where CWIP was excluded from rate base. In other words, 

UNS Gas must show how it is different from the normal circumstances of a regulated 

Arizona public utility where CWIP has been excluded from rate base. In the current case, 

UNS Gas has failed to do this. 

In this case, UNS Gas, Staff and RUCO have all acknowledged that the Commission’s 

policy and practice has been to exclude CWIP from rate base. My direct testimony 

presented a number of reasons why CWIP has been excluded from rate base, which apply 

to CWIP in general as well as to UNS Gas in the current case. Mr. Grant’s rebuttal at 
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page 26 does not refute these reasons. In fact, he indicates that two of the reasons are 

obvious: (1) that CWIP in rate base is not normally allowed by the Commission, and (2) 

that projects included in the test year C W P  balance were not in service as of the test year. 

He has also failed to demonstrate that post-test year revenue increases and expense 

reductions enabled by the CWIP have been properly identified and quantified by the 

company and used as an offset to the revenue requirement impact of including CWIP in 

rate base. The company’s proposal fails the matching principle. Nor has Mr. Grant 

demonstrated that UNS Gas is in financial distress, that it cannot continue to attract capital 

at favorable terms if CWIP continues to be excluded from rate base, or that UNS Gas is 

different in terms of its customer growth and regulatory lag situation than the other major 

utilities in Arizona which do not have CWIP included in rate base. 

Q. 

A. 

Based on your review of the reasons presented by UNS Gas in its direct and rebuttal 

testimony and other factors, should CWIP be included in rate base in the current 

case? 

No. In general, Staff does not favor inclusion of C W P  in rate base unless the utility 

demonstrates compelling reasons to justify this exceptional ratemaking treatment. For the 

following reasons, Staff does not support UNS Gas’ request for rate base inclusion of 

CWIP in the current case: 

1) Inclusion of CWIP in rate base is an exception to the Commission7s normal practice, 

and UNS Gas has not met its burden of proof showing why it requires such an 

exceptional ratemaking treatment. UNS Gas has not demonstrated that it is in 

financial distress, or that it would be unable to obtain financing at a reasonable cost if 

the normal practice of excluding CWP from rate base is followed in the current case. 

Staff witness David Parcel1 addresses how Staffs recommendations should enable 

UNS Gas to continue to have access to financing at a reasonable cost. Mr. Parcel1 
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addresses the determination of a fair rate of return that would allow UNS Gas to 

attract new capital on reasonable terms. In making his cost of capital 

recommendations, Mr. Parcel1 has been made aware of and has taken into 

consideration UNS Gas’ proposal to include CWIP in rate base and Staffs 

recommendation that CWIP not be included in rate base in this case. 

2) The CWIP was not in service at the end of the test year. As of December 31, 2005, 

the construction projects were not serving customers. 

3) The company has not demonstrated that its December 3 1,2005 CWIP balance was for 

non-revenue producing and non-expense reducing plant. Much of the construction 

appears to be for mains, services and meters related to serving customer growth, i.e., 

to be revenue producing. Test year revenues have been annualized to year-end 

customer levels. However, revenues have not been extended beyond the test year to 

correspond with customer growth. Hence, including the investment in rate base, 

without recognizing the incremental revenue it supports, would be imbalanced. Some 

of the facilities that are being constructed will be used subsequent to the 2005 test year 

to serve additional customers. It would not be appropriate to include the investment 

that will serve those new customers without also including the revenues that would be 

received from those customers. In other words, allowance of CWIP in rate base 

would result in a mismatch in the ratemaking process. Additionally, some of the plant 

being added, such as main replacements, could result in a reduction in maintenance 

expenditures which would not be reflected in the test period. The inclusion of CWIP 

in rate base, therefore, creates an imbalance in the relationships between rate base 

serving customers and the revenues being provided to the utility from customers who 

were taking service during the test year. Consequently, CWIP should not be allowed 
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in rate base unless there are very compelling circumstances which would warrant an 

exception to the general rule. 

Q. 

A. 

4) UNS Gas accrues a return, representing its financing costs during the construction 

period, called Allowance for Funds Used During Construction (“AFUDC”). This 

AFUDC return accounts for the utility’s financing cost during the construction period. 

5) Other large Arizona utilities are facing customer growth and similar “regulatory lag” 

issues to UNS Gas. Yet, to the best of my knowledge, none of the large Arizona 

utilities have CWIP in rate base. UNS Gas has failed to demonstrate that its 

circumstances are so different and unique that it requires a significantly different 

regulatory treatment for CWIP. 

6) While the company has stated that inclusion of CWIP in rate base could result in 

deferring the filing of its next rate case, the company has made no specific enforceable 

commitments to a filing moratorium period. 

In summary, in the current case, UNS Gas has not demonstrated convincingly that it 

requires an exception to the Commission’s standard ratemaking treatment of excluding 

CWIP from rate base. 

If CWIP were to be included in rate base, as requested by the company, what is the 

UNS Gas rebuttal position concerning whether the accrual of AFUDC should cease? 

This issue is addressed in Mr. Grant’s rebuttal at page 14. Mr. Grant recognizes that “the 

accounting guidelines published by the FERC require utilities to subtract the amount of 

any CWIP allowed in rate base from the balance of future CWIP eligible for AFUDC 

accruals.’’ However, he then attempts to carve out an exception for UNS Gas to this 
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required accounting for AFUDC. He states that, because there is only a small amount of 

AFUDC on the test year balance of CWIP, it would be unfair to require UNS Gas to cease 

accruing AFUDC on $7.2 million of CWIP on an ongoing basis. He requests that, if the 

Commission grants the company’s request to include CWIP in rate base, that language be 

included in the order that authorizes the company to continue accruing AFUDC on all 

eligible construction projects. 

Q. 

A. 

Q. 

A. 

Does Staff agree with this proposal by Mr. Grant to continue accruing AFUDC even 

if CWIP were to be included in rate base? 

No. Mr. Grant’s proposal to continue accruing AFUDC on CWIP should be rejected 

because it is contrary to the accepted accounting guidelines and would result in a double 

recovery of the financing cost of CWIP. The financing cost for CWIP can be addressed 

for ratemaking purposes in one of two ways: (1) through the inclusion of CWIP in rate 

base for a current cash return, or (2) through the accrual of AFUDC, which is added to the 

construction cost and is ultimately included in the cost of plant and depreciated. It would 

be improper to give UNS Gas both a cash return on CWIP through its inclusion in rate 

base and an AFUDC return. If CWIP were to be allowed in rate base, which the Staff is 

not recommending in this case, then AFUDC accruals on the amount of CWIP included in 

rate base must cease. 

Does Staff agree with UNS Gas’ alternative proposal to include post-test year plant 

additions in rate base, if the inclusion of CWIP in rate base is denied? 

No. Making the CWIP adjustment in a slightly different format, by adding post-test year 

plant into rate base, also suffers from the same flaws as the company’s proposal to include 

CWIP in rate base. It is imbalanced because it fails to capture any post-test year revenue 

growth and maintenance decreases enabled by the new plant. Consequently, for similar 
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reasons to the ones described above, Staff does not agree with UNS Gas' proposed 

alternative of including post-test year plant in rate base. 

Q. 

A. 

At page 27 of his testimony, Mr. Grant recommends removing customer advances of 

approximately $4.158 million from rate base, if CWIP is excluded. Does Staff agree 

with this new UNS Gas proposal? 

No. Customer advances should be reflected as a deduction from rate base. Customer 

advances represent non-investor supplied capital, and therefore should be reflected as a 

deduction to rate base. Mr. Grant has not cited any prior Arizona utility rate case in which 

CWIP was excluded from rate base and customer advances were not reflected as a 

reduction to rate base to recognize the non-investor provided cost-free capital. Nor is 

Staff aware of an instance for any major Arizona public utility where CWIP was excluded 

from rate base and customer advances were not reflected as a deduction to rate base. The 

Commission's rules (A.A.C. R14-2-103, appendix b, schedule B-1) require that customer 

advances be reflected as a deduction from rate base. 

One additional reason why customer advances should be deducted from rate base is to 

prevent a double rate of return. In accruing AFUDC by applying the AFUDC rate to a 

CWIP balance, customer advances are typically not deducted from the construction cost 

base upon which AFUDC is computed. If the customer advances have not been 

specifically deducted in the AFUDC calculations (which would be contrary to the 

prescribed treatment for a utility following the AFUDC formula in the FERC uniform 

system of accounts), the non-investor provided cost-free capital in the form of customer 

advances needs to be reflected as a rate base deduction. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Surrebuttal Testimony of Ralph C. Smith 
Dock t Nos. G-04204A-06-0463 et a1 
Page 6 

Consequently, the request by Mr. Grant to adjust the balance of customer advances, if 

CWIP is excluded from rate base, is contrary to precedent, would be improper for 

ratemaking purposes, and should be rejected. 

B-2, Geographic Information System (“GIS”) deferral 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Have you reviewed UNS Gas’ rebuttal testimony concerning its request to include 

deferred GIS costs in rate base and to amortize such costs? 

Yes. UNS Gas witness Dallas Dukes’ rebuttal testimony, on pages 3-6, presents reasons 

why the company believes such deferred GIS costs should be included in rate base. 

At page 4, lines 17-18, Mr. Dukes states that: “the appropriate time to request an 

accounting order would have been in 2003, prior to beginning the project.” Did UNS 

Gas request an accounting order at that time? 

No. UNS Gas did not request an accounting order at that time or subsequently. UNS Gas 

is proposing that the Commission grant treatment as a “regulatory asset” of such costs in 

its current rate case. However, as explained in my direct testimony, Staff recommends 

that the company’s requested “regulatory asset” treatment be rejected. 

Why does Staff disagree with UNS Gas concerning whether the GIS costs should be 

given “regulatory asset” treatment? 

Because these expenditures are non-recurring expenses that were largely incurred prior to 

the test year, and because UNS Gas failed to request an accounting order at the 

appropriate time, Staff disagrees with the proposal by UNS Gas that the GIS costs be 

retroactively approved as a “regulatory asset” for inclusion in rate base and for the 

amortization of such an “asset” prospectively into customer rates. 
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Q. 

A. 

Q. 
A. 

Q* 

A. 

Mr. Dukes’ rebuttal testimony refers to the GIs costs as an “investment.” Do you 

agree with that characterization? 

No. Under Generally Accepted Accounting Principles (“GAAP”), such costs were 

required to be expensed in the period incurred. The company had initially applied a 

capitalization treatment of such costs, but determined that that was an error and a violation 

of GAAP, and has recorded an entry on its books to expense such costs. For accounting 

purposes, the GIS costs are expenses, not an investment. The appropriate treatment for 

non-recurring expenses, especially ones relating to periods prior to the test year and for 

which deferral for accounting purposes was not pre-approved, is to exclude them from 

rates. Staffs proposed treatment does this. 

Is there an element of retroactive ratemaking in UNS Gas’ request? 

It appears so. The fact that the vast majority of the GIs expenses at issue here was 

incurred by UNS Gas prior to the 2005 test year, coupled with the fact that UNS Gas did 

not request and did not receive a timely accounting order from the Commission to defer 

such costs for consideration in a future rate case, does appear to contain elements of 

retroactive ratemaking. As I understand it, in the absence of a Commission accounting 

order authorizing such deferral, the prohibition Against retroactive ratemaking generally 

prevents utilities from deferring expenses incurred between rate cases for future recovery 

in rates. 

At page 6, item 5, of his rebuttal, Mr. Dukes’ states: “if the company is not granted 

recovery of the investment, customers will reap the benefits of a system and the 

investors will have borne the cost without recovery.’’ Please respond. 

First, as noted above, the expenditures at issue are expenses under GAAP, not an 

investment. The company’s own documents indicate that its initial attempt to account for 
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this as an investment that would be capitalized was erroneous and did not comply with 

GAAP. Second, it is not uncommon or unusual for a utility’s investors to be responsible 

for expenses which occur in between rate cases and to be responsible for expenses which 

are incurred outside of a test year. The flip-side to this is that, the utility’s investors then 

also benefit from cost decreases and increased revenues that occur between rate cases. To 

the extent that the GIS system produces any cost savings that are not captured in the 

current test year, the utility’s investors would benefit. 

Q. 

A. 

At page 6 of his rebuttal testimony, Mr. Dukes claims that the GIS costs should 

receive regulatory asset treatment and prospective rate recovery “because of the GIS 

costs nexus to directly providing safe and reliable natural gas service to customers.” 

Do these GIS costs require the special ratemaking treatment proposed by UNS Gas 

because they were incurred with some “nexus” to the provision of utility service? 

No. The GIS costs that UNS Gas wants to include in rate base and amortize for 

prospective recovery are not really much different in substance than other expenses that 

UNS Gas recorded on its books prior to and during the test year. In any given year, UNS 

Gas has expenses that it records on its books that would also have a direct connection to 

providing safe and reliable natural gas service to customers. Examples of such costs 

would include costs for labor, outside services, depreciation, income taxes, other taxes, 

etc. Indeed, presumably the majority of UNS Gas’ expenses in any particular year (other 

than disallowable items) have some type of “nexus” (direct or indirect) with the provision 

of utility service. However, without an accounting order pre-approving deferral treatment, 

it is inappropriate to defer such expenses into a hture period. The mere connection 

between making expenditures that are recorded as expenses under G A M  in a particular 

year and the provision of utility service, does not in itself distinguish the GIS expenses 
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from any other expenses which UNS Gas incurs which are related to the provision of safe 

and reliable utility service. 

Q. 

A. 

Please summarize the reasons why the expenses related to the GIS should be 

excluded from rate base and why UNS Gas’ request for prospective amortization 

into rates of such expenses should be denied. 

UNS Gas’ proposal to include $897,068 in rate base for a deferral of costs related to its 

GIS and its proposal to amortize such costs prospectively into rates should be denied for a 

number of reasons. The costs at issue were required to be expensed under GAAP. 

Such expenses are of a one-time, non-recurring nature. Moreover, had it been expensed 

properly by UNS Gas in the appropriate periods when the expenditures were made, the 

vast majority of the GIS cost that UNS Gas deferred would have been expensed prior to 

the 2005 test year. UNS Gas did not request Commission pre-approval for recovery or 

cost deferral, and therefore could not defer the costs as a regulatory asset. Based on a 

review of the company’s October 3,2005 memo that was reproduced in attachment RCS-5 

to my direct testimony, and the supporting documentation provided by UNS Gas, Staff 

concludes that the deferred GIS costs requested by UNS Gas are not an appropriate rate 

base item, do not qualify as a “regulatory asset,” were not pre-approved for deferral by the 

Commission, are non-recurring costs that should have largely been expensed by the 

company in periods prior to the 2005 test year, and therefore are not appropriate to include 

in test year rate base. Accordingly, Staff adjustment B-2 has removed that amount of 

deferred costs from rate base, and Staff adjustment C-5 has removed the related company- 

proposed amortization. 
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B-3, Cash Working Capital 

Q. 

A. 

IV. 

Q. 
A. 

Have the adjustments you have reflected in your surrebuttal testimony had an 

impact on the cash working capital allowance? 

Yes. The cash working capital allowance has been updated for the impact of other 

adjustments. As shown on Exhibit RCS-2SY schedule B-3 revised, based on reflecting the 

impacts of Staffs adjustments, the revised working capital allowance for UNS Gas should 

be approximately negative $268,000. 

Adjustments to operating income 

Have you updated Staff’s proposed adjustments to operating income? 

Yes. Exhibit RCS-2SY Schedule C revised, page 1, summarizes Staffs recommended net 

operating income. Exhibit RCS-2SY Schedule C. 1 revised, presents Staffs recommended 

adjustments to test year revenues and expenses on an Arizona jurisdictional basis. These 

schedules reflect the acceptance of some adjustments described in UNS Gas’ rebuttal 

testimony and/or modification to some of Staffs adjustments. 

C-1, Revenue Annualization 

Q. 
A. 

Please discuss the UNS Gas’ rebuttal testimony concerning revenue a nualization. 

Mr. Erdwurm, at pages 4-7, of his rebuttal testimony claims that the “traditional approach” 

for customer annualization, which he indicates was applied in a fairly similar manner by 

both Staff and RUCO, is inappropriate in this case. Staff disagrees with Mr. Erdwurm and 

believes that the traditional approach to customer revenue annualization is appropriate for 

use in the current UNS Gas rate case. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Mr. Erdwurm’s rebuttal exhibit 1 shows that different annualization results would 

occur if a test year ending in a different month is selected. Does that invalidate the 

traditional approach to customer annualization for ratemaking purposes in this 

case? 

No. Depending on the ending month of the test year, there would be variations under the 

traditional approach, or under the UNS Gas approach. The company selects the test year, 

so it has substantial control over which month would be the final month of the test year. 

The current test year ends December 31, 2005. Applying a customer annualization 

approach in the well-accepted traditional manner as Staff has done in the current case is 

not invalidated because a test year ending December 3 1,2005 is being used. 

Is it necessary for the number of customers to grow in stair-step fashion for the 

traditional approach to be valid for ratemaking purposes? 

No, it is not. What is important is that the growth that occurred during the test year is 

matched with the other elements of the ratemaking formula, including year-end plant in 

service, etc. The traditional method of customer annualization has been effective in 

appropriately coordinating the revenue element of the ratemaking formula with the other 

components, such as rate base. 

At page 5, lines 12-13, of his rebuttal, Mr. Erdwurm suggests that the traditional 

method works well when “new customers to be added after the test year have similar 

consumption to the average customer in the class (homogeneous customers).” How 

are new customers to be added after the test year considered in the annualization 

adjustment? 

New customers added after the test year are not considered in the annualization 

adjustment. The annualization adjustment only considers customers that have been added 
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during the test year, and annualizes only for customers that were added during the test 

year. Customers that are added after the end of the test year are typically not considered 

in an annualization adjustment, unless it is a major customer addition and the other 

elements of the ratemaking formula (rate base, depreciation, etc.) have been appropriately 

synchronized. 

Q. 

A. 

Q. 

A. 

At page 5, lines 22-26, of his rebuttal, Mr. Erdwurm asks the Commission to: 

“consider a hypothetical case where, a huge existing customer will plan to double its 

size, but at the same time a ‘borderline’ large customer is closing its doors. The 

impact of the huge customer’s expansion may dwarf the loss of the entire borderline 

large customer. A huge positive customer annualization adjustment may be in order 

to recognize substantially higher revenue attributable to the huge customer’s 

growth.” 

At page 6, lines 2-3, he concludes that: “the traditional approach is so easy; 

unfortunately it is sometimes overly simplistic and wrong.” Has Mr. Erdwurm tied 

this hypothetical situation to the facts of the current UNS Gas rate case? 

No. 

How does the hypothetical case of a huge customer discussed at page 5, lines 22-26, 

through page 6, line 3, of Mr. Erdwurm’s rebuttal testimony apply to the specific 

customer annualization recommended by Staff in the current UNS Gas rate case? 

Basically, it doesn’t. Considering that the Staffs proposed revenue annualization is 

largely driven by small customers, including in particular residential and small 

commercial customer growth that occurred during the test year, Mr. Erdwurm’s discussion 

of this hypothetical “huge customer” situation appears to totally miss the point of Staffs 
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actual adjustment. Moreover, his hypothetical case provides no basis for an inference that 

the traditional method applied by Staff (and RUCO) in the current case to the UNS Gas 

specific customers, which are primarily residential and small commercial customers, is 

overly simplistic or wrong. 

Q* 

A. 

At page 6, lines 23-27, Mr. Erdwurm states that: 

“one cannot explain a negative adjustment - an ac ,astment that will increase 

customers’ rates - on a growing system. Customers on a system with a positive 

growth trend in revenue, in customers, and in sales, should never pay more because 

of some negative customer adjustments calculated using a non-applicable traditional 

approach.” Please respond. 

First, this criticism appears to be misplaced in the context of the current rate case. Each 

party’s (UNS Gas, Staff and RUCO’s) revenue annualization adjustment reflects a net 

increase in test year revenues. Each parties’ revenue annualization results in a net positive 

adjustment to test year revenues. So the issue of a negative revenue annualization 

adjustment, on an overall basis, is not an issue in the current case. 

Second, Mr. Erdwurm’s theory that a negative adjustment cannot be explained is 

incorrect. In both the UNS Gas filing and in Staffs annualization, a negative 

annualization adjustment @e., a pro forma revenue decrease) occurred for the rate group 

of large volume public authority customers. In UNS Gas’ filing, the negative adjustment 

to revenue for this class was $17,185. In Staffs traditional revenue annualization 

calculation, the negative adjustment to revenue for this class was $13,212, for a difference 

of $3,973. Contrary to Mr. Erdwurm’s theory that “one cannot explain a negative 

adjustment,” there is a fairly simple explanation for this adjustment: the number of 

customers in the rate class decreased from 6 (during the period January through October 
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2005) to 5 (in November and December 2005). I should note that the impact of this 

negative adjustment for this rate class was largely offset by a positive adjustment for the 

large volume commercial customer class, where there was a change from 10 customers 

(during the period January through October 2005) to 11 (in November and December 

2005). UNS Gas’ annualization adjustment for that class added $1 1,35 1 in revenues and 

Staffs corresponding adjustment added $16,691, the net result for these two “large 

volume” classes between Staff and the UNS Gas revenue annualizations amounted to the 

Staff adjustments adding $1,367 more in net annualized revenue than the UNS Gas 

annualization adjustments for these rate classes. Moreover, a net difference in revenues of 

$1,367 between Staff and the company’s proposed revenue annualizations for these two 

“large volume” rate classes certainly does not indicate any serious flaw or inaccuracy in 

Staffs use of the Commission’s traditional annualization methodology in the current UNS 

Gas rate case. 

Q. 

A. 

Are there any other considerations in determining an appropriate annualization 

method in a utility rate case? 

Yes. The method should be straight-forward and transparent enough to enable the other 

parties to follow the calculations and results. This feature exists with respect to Staffs 

and RUCO’s use of the traditional approach. In contrast, the calculations utilized by UNS 

Gas which applied percentage “growth factors” instead of customer bill counts, were 

difficult to follow in terms of verifying the percentages used, and appear to understate 

growth. 
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Q. 

A. 

Are you making any revisions to the Staff revenue annualization adjustment as the 

result of UNS Gas’ rebuttal testimony? 

No. Based on a reasonable review of the information presented in this case, the 

Commission’s traditional annualization approach, which compares the customer counts in 

each month of the test year to the December 3 1,2005 test year-end level of customers, and 

then multiplies the additional customers by the average revenue in each month (based on 

customer charges and average monthly usage volumes), is appropriate for use in the 

current UNS Gas rate case. 

C-2, Weather Normalization 

Q. 

A. 

Q. 

A. 

Are differences between the Staff and UNS Gas related to the weather normalization 

adjustment dependent upon the revenue annualization? 

Yes. Staffs weather normalization adjustment increases retail revenue by $1,962. Staffs 

adjustment varies from the weather normalization adjustment proposed by UNS Gas 

because the weighted average number of customers, in Staffs annualization, exceeded the 

corresponding level reflected in UNS Gas’ corresponding annualization. Both the Staff 

and the UNS Gas weather normalization adjustments reflect an increase to revenue 

because the test year was warmer than normal. 

Are you making any revisions to the Staff weather normalization adjustment as the 

result of UNS Gas’ rebuttal testimony? 

No. 
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C-3, Bad Debt Expense 

Q. 
A. 

Does Staff agree with the company’s proposed amount of Bad Debt Expense? 

No. However, the differences in bad debt expense between Staff and UNS Gas relate not 

to the calculation method, but rather are dnven by the impact of the revenue adjustments. 

UNS Gas witness, Mr. Dukes, states at page 2 of his rebuttal that the differences in bad 

debt expense between UNS Gas and Staff result from the different customer annualization 

and weather normalization adjustments, and, other than that, UNS Gas and Staff are 

basically in agreement on the calculation. I agree with this assessment of the differences. 

C-4, Remove Depreciation and Property Taxes for CWIP 

Q. 

A. 

Has the UNS Gas rebuttal affected Staff adjustment C-4? 

No. This adjustment removes the pro forma amounts calculated by UNS Gas for 

depreciation and property taxes related to the company’s proposal to include CWIP in rate 

base. As explained above, Staff disagrees with that company proposal to include CWIP in 

rate base, and the company’s alternative proposal to include post-test year plant in rate 

base. 

C-5, Remove Am rtization of Deferred GIS Cost 

Q. 

A. No. This adjustment removes the company’s proposed amortization of $299,023. As 

explained above in conjunction with Staff adjustment B-2, during 2003-2005, UNS 

undertook a project to locate and assign Global Positioning System (“GPS”) information 

to its existing service lines in order to update the UNS Gas GIs. Part of the basis for this 

request by the company is that the project has a benefit to future periods. However, these 

expenses largely were incurred in prior periods and are nonrecurring. Without seeking 

Has the UNS Gas rebuttal affected Staff adjustment C-5. 
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Commission pre-approval, UNS Gas is now requesting deferral treatment for costs that 

should have been expensed in periods prior to the test year. 

As explained in my direct testimony, Staff agrees with the portion of UNS Gas’ 

adjustment that removes the non-recurring GIS costs fiom test year O&M expense. 

As explained above, in conjunction with adjustment B-2, and in my direct testimony, Staff 

disagrees, however, with the company’s proposal to amortize such costs prospectively 

over a three-year period. 

C-6, Incentive Compensation and Supplemental Executive Retirement Program 

Q. 

A. 

Please respond to the company’s rebuttal testimony concerning incentive compensation 

and SEW. 

UNS Gas witness Dallas Dukes addresses these issues at pages 7-14 of his rebuttal 

testimony in terms of his rebuttal to Staff. He also presents fairly similar rebuttal 

testimony in response to RUCO’s adjustments at pages 26-27 for incentive compensation 

and at pages 36 concerning SEW. Because Mr. Dukes’ rebuttal on these issues is broken 

out by issue, I will respond to his rebuttal concerning the components of Staff adjustment 

C-6 by component. 

Performance Enhancement Program (“PEP”) 

Q. Mr. Dukes asserts at page 7 of his rebuttal that the PEP program costs are a net 

savings to customers. Has he quantified the net savings to customers that were 

allegedly produced by PEP? 

A. No. 
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Q. 

A. 

Q. 

A. 

Mr. Dukes references benchmarking studies at page 9, line 3 of his rebuttal. Did he 

identify such studies by name or include them with his rebuttal testimony? 

No. He did neither. Staff has requested such studies in discovery. However, responses to 

Staff set 22 have not been received as of the time of this writing. 

At pages 8-9 of his rebuttal, Mr. Dukes refers to the PEP compensation as being “at 

risk.” Does this mean that, if goals specified in the plan are not achieved, the 

company then does not pay the compensation that is “at risk” under the PEP plan? 

No. Even though the primary financial goal under the PEP was not met in 2005, incentive 

bonuses were paid. As explained in UNS Gas’ supplemental response to STF 1 1.5(b): 

“. . .the financial performance goal, which was a trigger under the PEP program for UNS 

electric, UNS Gas and Tucson Electric Power company (“TEP”), was not met. The 

financial performance goal was not met, in part, because of unplanned outages at the coal 

generating units which required TEP to purchase power on the open market. In 

discussions with the board of directors, the desire was to recognize employee 

achievements distinct from financial measures. The board deemed it appropriate to 

implement a special recognition award to employees for achievements in 2005. Normally, 

PEP is paid at 50% to 150% of target; the special recognition aware was paid at 

approximately 42% of the target for each of the operating companies.” 

These facts place into question how real the “at risk” feature of the PEP is in practice. 

Where retroactive changes can be and are made to alter the conditions under which 

incentive bonuses would be paid, this can result in incentive bonuses (or “at risk” 

compensation) being paid even when the specified goals per the terms of the PEP have not 

been met. 
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Q. 

A. 

Q. 

A. 

Based on the information provided, do you see any meaningful distinction in the 

incentive compensation that was disallowed by the Commission in the recent 

southwest gas corporation rate case, and the incentive compensation that UNS Gas 

seeks to charge to rate payers in the current UNS Gas rate case? 

No. As an illustrative example, in decision no. 68487, dated February 23, 2006, in a 

Southwest Gas Corporation (“SWG’) rate case, the Commission adopted Staffs 

recommendation for an equal sharing of costs associated with that utility’s management 

incentive plan compensation expense. In terms of whether the cost of the UNS Gas 

incentive compensation under the company’s PEP plan should be similarly allocated 

between shareholders and ratepayers, I see no meaningful distinction in the UNS Gas 

situation that would require a different ratemaking treatment than the 50/50 sharing 

applied by the Commission in the SWG rate case. 

Please summarize why UNS Gas’ Incentive Compensation Expense should be 

allocated 50/50 between shareholders and ratepayers. 

UNS Gas’ expense for incentive compensation should be allocated equally to shareholders 

and ratepayers because incentive compensation programs can provide benefits to both 

shareholders and ratepayers. The removal of 50% of the incentive compensation expense, 

in essence, provides an equal sharing of such cost, and therefore provides an appropriate 

balance between the benefits attained by both shareholders and ratepayers. Both 

shareholders and ratepayers stand to benefit from the achievement of performance goals. 

Moreover, there is no assurance that the award levels included in the company’s proposed 

expense for the test year will be repeated in future years. 
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Tucson Electric Power company (“TEP”) officer’s long term incentive program 

Q. Are you awaiting responses to discovery that was issued after receiving UNS Gas’ 

rebuttal concerning the TEP officer’s long term incentive program? 

Yes. Until the responses to the discovery that was issued by Staff after UNS Gas’ rebuttal 

are received and reviewed by Staff, the Staff recommendation concerning this 

compensation will remain unadjusted. After reviewing such responses, Staff will make 

appropriate recommendations at that time. 

A. 

Unisource Energy Corporation Management and Directors Deferred Compensation Plan 

Q. Are you awaiting responses to discovery that was issued after receiving UNS Gas’ 

rebuttal concerning the Unisource Energy Corporation’s Management and Directors 

Deferred Compensation Plan? 

Until the responses to the discovery that was issued by Staff after UNS Gas’ rebuttal are 

received and reviewed by Staff, the Staff recommendation concerning this compensation 

will remain unadjusted. After reviewing such responses, Staff will make appropriate 

recommendations at that time. 

A. 

Supplemental Executive Retirement Plan (“SERP”) 

Q. Which UNS Gas rebuttal witness addresses Staffs proposed disallowance of S E W  

expense? 

Mr. Dukes addresses the SERP at pages 12-14 of his rebuttal. A. 
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Q. 

A. 

Q. 

A. 

At page 12, Mr. Dukes states that the amount identified for disallowance in the Staff 

adjustment “primarily represents benefit cost allocated to UNS Gas from TEP.” Is 

that any reason for allowing SERP to be charged to ratepayers? 

No. An expense that is otherwise disallowable should be disallowed whether it is incurred 

directly by the utility or is allocated to the utility from an affiliated company. 

At page 12, Mr. Dukes states that: “I recognize that Mr. Smith has at least partially 

relied upon [the] Commission’s recent decision in the SWG rate case (Decision No. 

68487) that disallowed the recovery of SERP expense.” Has Mr. Dukes distinguished 

the TEP SERP from the Southwest Gas S E W  sufficiently to require a different 

ratemaking treatment for UNS Gas than the one applied by the Commission for 

southwest gas in decision no. 68487? 

I don’t believe so. The factors cited by Mr. Dukes on pages 12-14 of his rebuttal 

testimony appear to be similar to the reasons that were presented by Southwest Gas in 

Docket No. G-0551A-04-0876, including that it is provided to officers, is to put the 

officers’ retirement compensation on parity with other employees, and the reason for 

having the SEW is to provide additional retirement benefits to officers beyond the limits 

allowed in the IRS regulations for qualified retirement plans otherwise available to 

employees. 

The SEW provides supplemental retirement benefits for select executives. Generally, 

SEWS are implemented for executives to provide retirement benefits that exceed amounts 

limited in qualified plans by Internal Revenue Service (“IRS”) limitations. Companies 

usually maintain that providing such supplemental retirement benefits to executives is 

necessary in order to ensure attraction and retention of qualified employees. Typically, 

SEWS provide for retirement benefits in excess of the limits placed by IRS regulations on 
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pension plan calculations for salaries in excess of specified amounts. IRS restrictions can 

also limit the company 401 (k) contributions such that the company 401 (k) contribution as 

a percent of salary may be smaller for a highly paid executive than for other employees. 

Q. 

A. 

Is Staffs recommendation to remove the UNS Gas SERP expense consistent with 

your understanding of recent Commission decisions that reached similar conclusions 

regarding the appropriate ratemaking treatment of incentive compensation and 

SEW expense? 

Yes. As an illustrative example, in decision no. 68487, February 23,2006, in a Southwest 

Gas Corporation rate case, the Commission adopted Staffs recommendation for an equal 

sharing of costs associated with that utility’s management incentive plan compensation 

expense, and adopted a recommendation by RUCO to remove SEW expense. In reachmg 

its conclusion regarding SEW, the Commission stated on page 19 of decision no. 68487 

that: 

“although we rejected RUCO’s arguments on this issue in the Company’s last rate 

proceeding, we believe that the record in this case supports a finding that the provision of 

additional compensation to southwest gas’ highest paid employees to remedy a perceived 

deficiency in retirement benefits relative to the Company’s other employees is not a 

reasonable expense that should be recovered in rates. Without the SERP, the Company’s 

officers still enjoy the same retirement benefits available to any other Southwest Gas 

employee and the attempt to make these executives ‘whole’ in the sense of allowing a 

greater percentage of retirement benefits does not meet the test of reasonableness. If the 

company wishes to provide additional retirement benefits above the level permitted by 

IRS regulations applicable to all other employees it may do so at the expense of its 

shareholders. However, it is not reasonable to place this additional burden on ratepayers.’’ 
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Q. 

A. 

Q. 

A. 

As a result of the UNS Gas rebuttal and information you received subsequent to the 

preparation of your direct testimony, are you making any revision to Staff 

adjustment C-6? 

No. 

Did Staff request additional information on UNS Gas’ Incentive Compensation and 

SEW? 

Yes. As noted above, Staff data request set 22 was issued after reviewing UNS Gas’ 

rebuttal testimony. I received UNS Gas’ initial partial responses to that discovery on 

April 3, 2007. After Staff has an opportunity to thoroughly review the responses, Staff 

will make appropriate recommendations. 

C-7, Emergency Bill Assistance Expense 

Q. 

A. 

Is there any dispute between UNS Gas and Staff concerning adjustment C-7? 

No. UNS Gas has accepted this Staff adjustment, which increases test year expense to be 

included in the base rate revenue requirement determination by $2 ,600 to provide for an 

increase requested by the company for emergency bill assistance. 

C-8, Nonrecurring Severance Payment Expense 

Q. 

A. 

As a result of the UNS Gas rebuttal, are you removing Staff adjustment C-8? 

Yes. Staff adjustment c-8 was for a $52,388 severance payment for an employee who was 

terminated in 2004. This item was effectively adjusted to zero in the UNS Gas filing, so 

Staff adjustment c-8 is unnecessary. 
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C-9, Overtime Payroll Expense 

Q. 

A. 

Has UNS Gas agreed with Staff adjustment C-9? 

Yes. Page 17, lines 3-6 of Mr. Dukes’ rebuttal testimony indicates that he agrees with this 

Staff adjustment, which reduced the amount of pro forma expense in the company’s 

payroll adjustment, because it is more reflective of the expected overtime levels that 

should be included in rates. 

C-10, payroll tax expense 

Q. Are you revising Staff adjustment c-lo? 

A. Yes. This adjustment, which reduces test year payroll tax expense, is being revised for the 

impact of Staffs other adjustments to payroll, specifically for the removal of Staff 

adjustment C-8, for severance expense. As shown on Schedule C-10 revised, pro forma 

payroll tax expense is reduced by $9,348. This compares with the reduction to payroll 

expense of $13,356 that was presented with Staffs direct filing. 

C-11, Nonrecurring FERC Rate Case Legal Expense 

Q. 

A. 

Please discuss the company’s rebuttal testimony concerning Staff adjustment C-11, 

for non-recurring legal expense. 

Staff adjustment C-1 1 removed the substantial legal expenses related to settlement 

discussions in an El Paso natural gas rate case at the Federal Energy Regulatory 

Commission (“FERC”) that UNS Gas incurred during the test year. Although that case 

has been settled, there is apparently going to be some level of ongoing expenses. At page 

17, lines 19-21, of his rebuttal testimony, Mr. Dukes states that: “the objective should be 

to set legal expenses at a just and reasonable level that is reflective of how much is likely 

to be incurred annually.” I agree in principle with this objective. UNS Gas witness dukes 

at pages 17-1 8 of h s  rebuttal testimony, however, then attempts to use an average of 2004 
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and 2005. Since the level of activity and legal expense in the FERC El Paso case could be 

significantly lower going forward than it has been during the historical period, I am not 

convinced that the backward-looking 2004-2005 average proposed by Mr. Dukes would 

represent “a just and reasonable level that is reflective of how much is likely to be 

incurred annually.” In data request set 22, Staff asked UNS Gas for additional 

information on this issue. After reviewing the company’s responses to that discovery 

(which I received on April 3,2007), Staff will make the appropriate recommendations. 

C-12, Property Tax Expense 

Q. 

A. 

Q. 
A. 

What does the Company’s rebuttal state with respect to Staff adjustment C-12 for 

property tax expense? 

Exhibit DJD-1, page 3 of 3, which was attached to Mr. Dukes’ rebuttal testimony states 

that: “Staff & RUCO adjusted [property taxes] to match their plant in service and also 

reached out an additional year to 2007 for assessment rate reductions. UNS Gas disagrees 

with these adjustments.” That Exhibit references Ms. Kissinger as the UNS Gas rebuttal 

witness for this issue. However, Ms. Kissinger’s rebuttal testimony does not appear to 

offer any response to Staff adjustment C-12. 

Why is Staff adjustment C-12 necessary? 

This adjustment is necessary to reflect the known statutory assessment ratio of 24 percent 

applicable for 2007. The Arizona state legislature passed House Bill No. 2779 which set a 

new rate schedule for property tax assessments. The new assessment rate schedule 

provides for decreasing the 25 percent rate applicable in 2005 in 0.5 percent steps each 

year until a 20 percent rate is attained in 2015. The company’s calculation used a 24.5 

percent assessment rate and thus fails to recognize the impact of this known tax change 

prospectively. 
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Q. 
A. 

How did Staff determine its recommended assessment rate? 

The current assessment rate in 2007 is 24 percent. Staff concluded that since the 

Commission approved rates are expected to become effective in mid-2007, and the 

company’s anticipated rate case interval is three years, as evidenced by the company’s 

proposed normalization period for rate case expense, the property tax rate that will be in 

effect for 2007 of 24 percent is appropriate. 

In terms of determining the recommended assessment rate, I also considered how Staffs 

recommendation in the current UNS Gas rate case compares with Staffs similar 

determination in the recent southwest gas rate case. This comparison is summarized in the 

following table: 

In the Southwest Gas case, it appears that the utility, Staff and RUCO all ultimately agreed 

on the appropriateness of using a 24.5 percent assessment rate effective for 2006 in 

conjunction with the test year in that case ending august 31, 2004. As explained in my 

direct testimony and above, the appropriateness of using the known 24 percent assessment 

rate in the current UNS Gas rate case is supported by the comparison in the above table. 

C-13, Worker’s Compensation Expense 

Q. 

A. 

Has UNS Gas accepted Staff adjustment C-13? 

Yes. UNS Gas has accepted this Staff adjustment, which reversed a UNS Gas’ proposed 

adjustment to increase test year expense for using a cash basis, rather than an accrual 

accounting basis, for recognizing worker’s compensation expenses for ratemaking 

purposes. 
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C-14, Membership and Industry Association Dues 

Q. 

A. 

Q. 
A. 

What does UNS Gas’ rebuttal testimony state with respect to American Gas 

Association (“AGA”) dues? 

Page 35 of UNS Gas witness Dallas duke’s testimony states that the company accepts 

RUCO witness Rodney Moore’s adjustment to AGA dues. Mr. Moore’s direct testimony 

addressed this at pages 26-29. He recommended disallowing 3.64 percent of AGA dues 

based on an AGANARUC oversight committee report which had apparently identified 

1.54 percent for dues allocated to marketing and 2.10 percent for lobbying. Accordingly, 

Mr. Moore reduced AGA dues expense by $1,523. 

Does Staff agree with that adjustment? 

Not entirely. Staff agrees that the marketing and lobbying-related portion of the AGA 

dues should definitely be removed from rates. I also recognize that in the southwest gas 

rate case, decision no. 68487, at page 14, after having removed the portion of the AGA 

dues directly attributable to marketing and lobbying, southwest gas was found to have 

demonstrated that the remainder of the AGA dues should be recoverable as legitimate test 

year expenses. However, I also note the clear directive from the Commission at page 14 

of that order that: “in its next rate case filing the company should provide a clearer picture 

of AGA functions and how the AGA’s activities provide specific benefits to the company 

and its Arizona ratepayers.’’ While that directive applied to Southwest Gas, I believe it 

would have effectively put the other gas distribution utilities in the state who have AGA 

memberships on notice concerning the type of information the Commission would expect 

them to produce in a rate case in order to justify the inclusion of AGA dues in rates. 

In the current rate case, UNS Gas has not produced such information. Staff asked UNS 

Gas discovery to try to obtain such information, and it was not provided by UNS Gas. As 
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illustrative examples, the company’s response to STF 5.62(c) stated: “the company did not 

receive any materials from the AGA specifying what percentage of their expenses is 

dedicated to lobbying or advocacy activities. UNS Gas has not excluded any portion of 

dues paid to the AGA during the test year.” Similarly, the company’s response to STF 

5.62(b) stated: “UNS Gas does not maintain any descriptive material regarding the 

financial statements, annual budgets or activities of the AGA.” Consequently, the 

company has not met its burden of proof for including AGA dues in rates, and Staff is 

asking the Commission to consider a larger disallowance of AGA dues in the current UNS 

Gas rate case than was proposed by RUCO witness Moore. 

Specifically, Staff has proposed to reduce test year expense by $26,868, as shown on 

Schedule C-14 that was filed with my direct testimony. This adjustment removes 40 

percent of UNS Gas’ 2005 AGA dues for 2005, which were $41,854. Staff adjustment c- 

14 also removed other discretionary membership and industry association dues which are 

not needed for the safe and reliable provision of gas utility service. 

Q. 
A. 

How did you determine the 40 percent disallowance for AGA dues? 

As explained in my direct testimony, this was based upon a review of information in the 

two most recent National Association of Utility Regulatory Commissioners (“NARUC”) 

sponsored audit reports of the expenditures of the American Gas Association. Copies of 

relevant pages from those audit reports are provided in attachment RCS-3 to my direct 

testimony. 

I also included with my direct testimony, in attachment RCS-4, for the Commission’s 

consideration, an excerpt from a Florida Public Service Commission Staff memorandum 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

Surrebuttal Testimony of Ralph C. Smith 
Docket Nos. < 
Page 39 

(dated 

04204A-06-0463 et a1 

2/23/03) in a city gas company rate case addressing this issue, where 40% of that 

gas distribution utility’s AGA dues amount was disallowed for ratemaking purposes. 

C-15, Fleet Fuel Expense 

Q. 

A. 

Have you revised Staff adjustment c-15? 

Yes. This adjustment has been revised to reflect the amount shown in UNS Gas’ rebuttal 

testimony. 

C-16, Postage Expense 

Q. 
A. 

Q. 
A. 

Have you revised Staff adjustment C-16 for postage expense? 

Yes. This adjustment was revised to use a starting point of $445,171 for the adjustment 

calculation. I have accepted that $445,171 is the appropriate starting point for the 

calculation, as discussed in Mr. Dukes’ rebuttal testimony at pages 19-20. This produces 

an annualized postage expense of $476,960. An annualized postage expense of $476,960 

properly recognizes the postage expense increase that occurred on January 8,2006 and the 

customer growth that occurred during the 2005 test year. 

Are you aware of another postage rate increase? 

Yes. Another postage rate increase has been approved by the U.S. Postal Service Board of 

Governors and is scheduled to take effect May 14, 2007. This increase would raise the 

cost of a first class letter from $0.39 to $0.4 
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Q* 

A. 

Q. 

A. 

Q. 

A. 

If the postage rate increase to become effective May 14,2007 were to be factored into 

the postage annualization, what would be the result? 

If the postage rate increase to become effective May 14, 2007 were to be factored into 

Staffs calculation, the postage annualized postage expense would be $503,356 and the 

adjustment to the $529,380 amount in the UNS Gas filing would be a decrease of $26,024. 

Should the postage increase that is scheduled to become effective May 14, 2007 be 

reflected for ratemaking purposes? 

This is a known change in the postage rate. In some respects, it is similar to a known 

change in a tax rate. As described in my direct testimony and above, Staff has reflected 

the known changes in the property tax assessment rate of 24 percent effective for 2007. 

Reflecting a known postage rate increase that becomes effective May 14, 2007 appears to 

be reasonably coordinated with the period covered by the known property tax assessment 

rate change used by Staff. Consequently, I have revised the Staff postage expense to 

$503,356 to incorporate the impact of this additional postage rate increase. This revised 

Staff adjustment on schedule C-16 reduces the UNS Gas proposed amount of $529,380 by 

$26,024. 

At page 20 of his rebuttal testimony, Mr. Dukes references what he calls a “known 

and measurable” amount of postage expense for 2006 and suggests that, because of 

that 2006 expense, the company’s originally proposed postage request of $529,380 

should be used. Does Staff agree with this analysis by Mr. Dukes? 

No. The 2006 postage expense amount would reflect customer growth beyond the end of 

the test year, and the related revenues resulting from such customer growth beyond the 

end of the test year have not been reflected. As discussed in my direct testimony and 

above in conjunction with Staff adjustment C-1 , customer growth has only been reflected 
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through December 31, 2005, the end of the test year. Reflecting increased postage 

expense related to post-test year growth in the number of customers without reflecting the 

related additional revenues is inappropriate and should be rejected. 

Q. 

A. 

Do you have any other observations on measures being implemented by the company 

that should mitigate increases in its postage expense prospectively? 

Yes. The company has established an electronic billing option and expects an increasing 

number of customers to sign up for electronic billing. This should help mitigate increases 

in postage expense prospectively. 

C-17, Interest Synchronization 

Q. 

A. 

Was Staff's interest synchronization adjustment affected by other changes? 

Yes. It was affected by the change in rate base. I have prepared a revised interest 

synchronization adjustment on schedule C-17 to reflect that change. This adjustment 

decreases income tax expense by the amount shown on schedule C-17 and increases the 

company's achieved operating income by a similar amount. 

C-18, Corporate Cost Allocation 

Q. 

A. 

Please explain the adjustment for Corporate Cost Allocation. 

As described at page 24 of UNS Gas witness Dukes rebuttal testimony, RUCO discovered 

some additional non-recurring charges related to an attempted merger and has correctly 

proposed to remove such costs. UNS Gas agreed with that RUCO adjustment. Staff 

adjustment c-18 reflects Staffs agreement that such costs should be removed and reduces 

expense by $12,765 accordingly. 
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C-19, Rate Case Expense 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Please discuss the allowance for Rate Case Expense. 

UNS Gas’ original filing requested an amount of $600,000 for rate case expense 

normalized over a three year period, for an annual allowance of $200,000 per year. UNS 

Gas’ rebuttal testimony requests that the annual allowance be increased to $300,000 per 

year. At page 34 of his rebuttal testimony, Mr. Dukes states that it is possible that the 

balance (of the company’s rate case deferral account) may reach $900,000, which is 

$300,000 more than UNS Gas had originally budgeted. He attributes the high rate case 

cost to two factors: (1) that the organization is going through the first rate case for UNS 

Gas and is thus having to research and address all issues for the first time, and (2) the 

volume, complexity and magnitude of data requests from Staff, RUCO and other 

intervenors, which he states “was probably also as a result of this being the first rate case 

for UNS Gas.” In his rebuttal testimony, Mr. Dukes requests that an amount of $300,000 

per year be built into UNS Gas’ base rates for rate case expense. 

Did RUCO address rate case expense? 

Yes. In contrast with UNS Gas’ position, RUCO witness Rodney Moore noted at pages 

25-26 of his direct testimony that the annual allowance requested by UNS Gas for rate 

case expense of $200,000 per year was substantially higher than the amount allowed for 

southwest gas corporation and recommended an allowance of $83,667 per year, based on 

limiting the total amount to $25 1,000 over three years. 

Does the fact that this is the first rate case for UNS Gas justify a $900,000 rate case 

expense? 

No. While the current case may be the first rate case for this utility operation under its 

current ownership, it isn’t the first rate case for this utility. This gas utility had periodic, 
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recurring rate cases under its prior ownership by citizens utilities. The transfer of 

ownership should not be an excuse for charging ratepayers for what appear to be excessive 

amounts of rate case cost. 

Moreover, the current UNS Gas rate case is similar to and presents many of the same 

issues, such as a proposed revenue decoupling mechanism, revisions to the PGA 

Mechanism, etc., that were recently addressed by the Commission in Docket No. 

6-01551A-04-0876, a rate case involving the other large gas distribution utility in the 

state, Southwest Gas Corporation. Staff believes that the southwest gas case provides a 

reasonable benchmark for what a reasonable allowance for rate case cost should be in the 

current UNS Gas rate case. 

Q. 

A. 

What does Staff recommend for the allowance for rate case expense for UNS Gas in 

this proceeding? 

Staff recommends an annual allowance of $85,000 per year, based on a total of $255,000 

normalized over three years. The total amount of rate case expense requested by UNS 

Gas which has now been increased to $900,000 and the annual allowance of $300,000 per 

year over a three-year period appears to be excessive and would represent an unreasonable 

burden on ratepayers. The amount of $900,000 requested by UNS Gas in its rebuttal is 

over 3.8 times as high as the amount of rate case expense allowed by the Commission in 

the southwest gas rate case, which was $235,000 in total, and which was normalized over 

a three-year period. Although southwest gas is a larger utility than UNS Gas, the current 

UNS Gas rate case has similarities to the southwest gas rate case in terms of both the 

scope of issues in the cases, and the majority of each application being sponsored by in- 

house or affiliated company Staff. Staff adjustment c-19 reduces the $200,000 annual 
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amount that was requested in the company’s original filing for rate case expense by 

$1 15,000 to provide for an annual allowance of $85,000 per year. 

C-20, Cares Program Deferred Balance Amortization 

Q. 
A. 

V. 

Q. 

A. 

VI. 

Q. 
A. 

Please explain the adjustment for Cares Program Deferred Balance Amortization. 

This adjustment is addressed by Staff witness Julie McNeely-Kirwan. As described in her 

testimony, Staff recommends that UNS Gas cease deferral of costs related to the Cares 

Program effective with the date for new rates established in this case. Staff has 

recognized Cares Program discounts in Staffs proposed rate design. Staff also recognizes 

that UNS Gas has accumulated some deferred costs related to the cares program. 

Adjustment C-20 reflects Ms. McNeely-Kirwan’s recommendation concerning how those 

accumulated deferred cares costs should be treated for ratemaking purposes. 

Changes to rules and regulations 

Are there any remaining disputed issues between UNS Gas and Staff concerning 

revisions to rules and regulations? 

No. 

Rate design 

What aspect of rate design do you address in your surrebuttal testimony? 

I address Mr. Erdwurm’s rebuttal testimony concerning the company’s proposed increases 

to customer charges. Staff witness Steven Ruback is also addressing the company’s 

rebuttal concerning the customer charge component of rates, the recovery of the revenue 

requirement through a combination of fixed and variable charges, and the company’s 

proposed TAM. 
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Q. 

A. 

Q. 

A. 

At page 12 of his rebuttal testimony, Mr. Erdwurm states that “one cannot tell from 

the direct testimony whether any serious cost of service based consideration was 

given by Staff and intervenors to the Company’s customer charge proposals.’’ How 

was the cost of service considered in Staff’s rate design proposals? 

The cost of service was considered as one factor, among others, including gradualism, 

value of service, public acceptability and other non-cost of service criteria. Cost of 

service is an important rate design criteria, but not the sole criteria. Staff has recognized 

that the UNS Gas cost of service supports an increase in customer charges, and has 

proposed to mitigate the large increases in customer charges proposed by UNS Gas, based 

on other factors such as estimated bill impacts and similar charges authorized by the 

Commission for other regulated utilities. 

At page 12 of his rebuttal testimony, Mr. Erdwurm states that the company has 

proposed to raise the residential customer charge to $17 per month, which is below 

the $26 that he claims is substantiated in the UNS cost of service study. At page 12 

he also states that: “too often, innovative approaches are discarded by simply 

contending that they violate ‘gradualism,’ or that they will cause ‘rate shock’ or will 

not gain ‘public acceptability.”’ Please respond. 

The UNS Gas proposals to drastically increase the customer charge component of rates 

should be rejected because it violates principles of gradualism and could cause “rate 

shock” and would therefore likely be unacceptable to the rate paying public. As I 

explained in my supplemental testimony, rate design is an art, not a strict mathematical 

exercise, and requires the application of informed judgment. The UNS Gas proposal to 

increase residential customer charges from the current $7.00 to $17.00 per month, an 

increase of 142 percent, does raise issues of rate shock. Accordingly, Staff recommends 
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that a more gradual approach to raising the customer charge component of UNS Gas’ base 

rates should be employed. 

Q. 

A. 

At -page 12 of his rebuttal, UNS Gas witness Pignatelli states: “I am not surprised 

that neither Staff nor RUCO fully endorse our proposed rate design. But I am 

surprised Staff and RUCO basically ignore the fact that under UNS Gas’ current 

rate design, cold-weather customers - particularly high-use customers - subsidize 

warm-weather customers.” Please respond. 

First, it should be recognized that, for any conglomeration of customers with different 

usage characteristics into a rate class, the averaging process that is used to develop rates 

will affect some customers differently than others. This is an inherent characteristic of 

developing rates using averages. It does not, however, indicate that inappropriate 

subsidization has been or is occurring. 

Second, contrary to such statements by Mr. Pignatelli, Staff has not ignored consideration 

of increasing the proportion of UNS Gas’ base rate revenue requirement that is to be 

recovered through fixed charges. The Staff-proposed rates were developed specifically 

with one of the goals in mind of allowing UNS Gas to recover more of its revenue 

requirement through fixed charges. This is shown on attachment RCS-S 1(R), schedule 

RD-4. For each rate class, with the exceptions of residential cares (R12) for which special 

low-income customer considerations apply, and for special gas lighting (p44) for which 

the cost is recovered 100 percent through customer charges, the proposed rates from 

customer charges represent a higher percentage of total base rate revenue for that rate 

class. Moreover, as shown on attachment RCS-Sl(R), schedule RD-1, page 2, Staff has 

recommended increases in the fixed, customer charge portion of rates for all customer 

classes with the sole exception of the low-income cares rate. 
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Q. 

A. 

Q. 

A. 

Q. 
A. 

At page 12 of his rebuttal testimony, Mr. Pignatelli claims that “neither Staffs nor 

RUCO’s proposals really get us significantly closer to sending accurate price 

signals.” Please respond. 

As shown on attachment RCS-Sl(R), schedule RD-1, page 2, Staff has recommended 

increases in the customer charge portion of rates for all customer classes with the sole 

exception of the low-income cares rate. The UNS Gas proposals would, among other 

things, increase residential customer charges from the current $7.00 to $17.00 per month, 

for an increase of 142 percent. Considering the many factors that should be weighed in 

rate design, I believe that Staffs gradual approach of increasing customer charges is more 

appropriate than the UNS Gas proposals and, therefore, Staffs approach should be 

adopted in this case. 

Have you updated the Staff proposed rate design and bill analysis that was filed with 

your supplemental testimony to reflect the Staffs revised revenue requirement? 

Yes. Attachment RCS-Sl(R) to my surrebuttal testimony presents the Staff proposed rate 

design summary and proof of revenue (revised). Attachment RCS-S2(R) presents the bill 

impact analysis of Staff proposed rate design (revised). 

Does this conclude your surrebuttal testimony? 

Yes, it does. 



Attachment RCS-2S 
Staff Accounting Schedules (Revised) 

Accompanying the Surrebuttal Testimony of Ralph C. Smith 

1 

B-1 Remove Construction Work in Progress 1 
8-2 Remove GIS Deferral 1 
B-3 Cash Working Capital - LeadlLag Study 1 Yes 
8-4 Accumulated Deferred Income Taxes 1 

I I I I I 

I IRate Base Adiustments I I I 
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UNS Gas, Inc. 
Computation of Gross Revenue Conversion Factor 

Test Year Ended December 31,2005 

Docket No. G-04204A-06-0463 
Schedule A-I 
Page 1 of 1 
Revised 

Line Company Staff 
No. Description Proposed Proposed 

(A) (B) 

1 Gross Revenue 100.00% 100.00000% 

2 Less: Uncollectible Revenue 0.51 % 0.51 052% 

3 Taxable Income as a Percent 99.49% 99.48948% 

4 Less: Federal and State Income Taxes 39.43% 38.40095% 

5 Change in Net Operating Income 60.06% 61.08853% 

6 Gross Revenue Conversion Factor 1.6649 1.636969 

Notes and Source 
COLA: UNS Gas Inc. Filing, Schedule C-3 
Co1.B: Response to STF 5.76, item 6 

Components of Revenue Requirement Increase 

Net Income $2,648,859 61.09% 
Federal and State Income Taxes $1,665,103 38.40% 
Uncollectibles $ 22,137 0.51 % 
Total Revenue Increase $4,336,099 100.00% 

Amount Percent 
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UNS Gas, Inc. 
Capital Structure & Cost Rates 

Test Year Ended December 31.2005 

Docket No. G-04204A-06-0463 
Schedule D 
Page 1 of 1 
Revised 

Line Capitalization cost Weighted Avg. 
No. Capital Source Amount Percent Rate Cost of Capital - 

UNS - Proposed 
1 Short-Term Debt 
2 Long-Term Debt 
3 Common Stock Equity 
4 Total Capital 

nla nla nla nla 
$ 98,859 50.00% 6.60% 3.30% 
$ 98,859 50.00% 11.00% 5.50% 
!3 197.718 100.00% 8.80% 

ACC Staff - Proposed 
5 Short-Term Debt nla nla nla nla 
6 Long-Term Debt $ 98,859 55.33% 6.60% 3.65% 
7 Common Stock Equity 
8 Total Capital 

$ 79,804 44.67% 10.00% 4.47% 
$ 178,663 100.00% 8.12% 

9 Difference -0.68% 

10 Weighted Cost of Debt 3.65% 

ACC Staff - Proposed Cost of Capital for Fair Value Rate Base 
11 Short-Term Debt $ 0.00% 0.00% 
12 Long-Term Debt $ 85,515,125 46.46% 6.60% 3.06% 
13 Common Stock Equity $ 69,032,147 37.50% 10.00% 3.75% 

not recognized on utility's books $ 29,516,353 16.04% 0% [a] 0.00% 

Capital financing OCRB $154,547,272 
14 Appreciation above OCRB 

15 Total capital supporting FVRB $184,063,625 100.00% 6.8100% 

Notes and Source 
Lines 1-4 taken from UNS Gas Inc. filing, Schedule D-I 
Lines 5-8: Staff witness David Parcell 
Lines 11-15, COLA: 

Fair Value Rate Base $184,063,625 Schedule A 
Original Cost Rate Base $154,547,272 Schedule A 
Difference $ 29,516,353 
Difference is appreciation of Fair Value over Original Cost that is not recognized 
on the utility's books. 

[a] The appreciation of Fair Value over Original Cost has not been recognized on the utility's books. 
Such off-book appreciation has not been financed by debt or equity capital recorded on the utility's books. 
The appreciation over Original Cost book value is therefore recognized for cost of capital 
purposes at zero cost. 



cc) co 
d- 
4 

o m ‘  
z3’is 



c3 co 
d 

co 9 
? a 
d 
0 cv 
d 
0 

o m '  
z s z  8 

C~ 

Y- f :  
a, 

OL 

U Y  
0 
0 cv 

5 
E 
II 



t 
3 

5 

- 
8 a 

l5 
Y) 

LO 

m 2 



m 
0 
0 
hl 

m 
a, 
Q 

v 

L 

f 
0 
a, 

U 
a, 
U 
C 
W 

n 

z 
P 
z c v) 

a, 
0 
S 
2 4 m m  P m a a ,  

0 0 0  
c c c  

2 Z Z Z  

c 
S 
3 
0 
8 
6 

m o o  c o o 0  
h l r -  

2 m 
11 
a, c 
E 
0 
U 
a, 
-0 
-0 m 

c 

8 
(3 

I- 



a, 
0 
S 

a, 
2 
w- 

2 

E 
* 
S 
3 

a 

S 
C 

I: 
.- + 
.- 
t 
8 
t 

a, 

3 
0 m 
U 
S a 
v) 
a, 
0 z 

2 

44 



O N  
d-* 



UNS Gas, Inc. 
Adjustment to Bad Debt Expense 

Docket No. G-04204A-06-0463 
Schedule C-3 
Page 1 of 1 

Test Year Ended December 31,2005 

Line 
No. Description Amount Reference - 

1 UNS Gas Adiustment to Bad Debt Expense $ 317,758 A 
2 Recommended Staff Adjustment to Bad Debt Expense $ 319,021 
3 Adjustment to Bad Debt Expense $ 1,263 L2 - L1 

Notes and Source 
A: UNS Gas Filing, Schedule C-2, page 3, line 5 

B: Per Company's workpapers showing calculation of Bad Debt Expense adjustment (except where noted) 

UNS Gas Staff Bad Debt 

4 
Bad Debt Adj. Adjustment 

Test Year Revenues $136,799,000 $ 136,799,000 
5 Add: Late Fees and Miscellaneous Service Revenues $ 1,446,000 $ 1,446,000 
6 Total $138,245,000 $ 138,245,000 

7 Customer Annualization $ 1,680,578 $ 1,687,027 A 
8 Weather Normalization $ 1.826.135 $ 2,067.072 B 

Rate Case Adjustments 

9 Reclass Related to Prior Periods (CARES Adjustment) $ (203,181) $ (203,181) 
10 Total Rate Case Adjustments $ 3,303,532 $ 3,550,918 

11 
12 
13 

Uncollectible Revenue Adjustment Base $141,548,532 $ 141,795,918 L6 + L10 

Pro Forma Bad Debt Expense $ 722,634 $ 723,897 L11 x L12 
2 Year Average Retail Write Off Rate 0.51052% 0.51 052% 

14 Recorded Test Year Bad Debt Expense $ 404,876 $ 404,876 
15 Staff Recommended Adjustment to Bad Debt Expense $ 317,758 $ 319,021 L13 - L14 

16 
17 
18 
19 

20 
21 
22 
23 

FERC Account 904 

Note A 
Weather 

Normalization 
Revenue $ 516,921 $ 518,883 Sch.C-2 
Gas Cost $ 733,104 $ 735,952 Staff workpaper 

PGA $ 430,554 $ 432,192 Staffworkpaper 
Total $ 1,680,579 $ 1,687,027 

Note B 
Customer 

Annualization 
Revenue $ 725,682 $ 828,115 Sch. C-I 
Gas Cost $ 712,128 $ 795,387 Staff workpaper 

PGA Adjustor $ 388,325 $ 443,570 Staff workpaper 
Total $ 1,826,135 $ 2,067,072 
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UNS Gas, Inc. 
Adjustment to Overtime Payroll Expense - Alternative Calculation 

Test Year Ended December 31,2005 

Docket No. G-04204A-06-0463 
Schedule C-9 
Page 2 of 2 

Line 
No. Description Amount Reference 

1 
2 Staff Normalized Total Overtime 
3 Difference 
4 O&M Percentage 
5 

UNS Gas Proposed Total Overtime 

Alternative Adjustment to Overtime Expense 

$1,402,549 A 
$1,220,536 B 
$ (182,013) L2-L1 

0.7630 C _ _ _  - 

$ (138,876) 

Notes and Source 
A: UNS Gas workpaper used to calculate its payroll adjustment 

B: Amounts taken from UNS Gas workpapers used to calculate its payroll adjustment 
2 Year 

6 
7 
8 
9 

10 
11 
12 

13 
14 
15 

C: 
16 
17 
18 

2004 2005 Average 
Overtime Charged Directly to O&M - Classified $ 450,802 $ 871,111 $ 660,957 
Overtime Charged Directly to O&M - Unclassified $ 330,584 $ 129,333 $ 229,959 
Overtime Charged to Non-O&M Accounts 
Total Overtime Charged Directly to O&M 

$ 211,113 $ 303,260 $ 257,187 
$ 992,499 $1,303,705 $ 1,148,102 

Regular Annualized O&M Payroll $8,868,400 
Adjusted 2005 Regular O&M Wages per Books $8,342,113 
Increase to Regular O&M Payroll 1.06309 

Two Year Average Overtime Charged to O&M $1,148,102 
Increase to Regular Payroll 1.06309 
Staff Recommended Increase to Overtime $ 1,220,536 

Normalized Overtime Charged to O&M per Company 
Total Normalized Overtime per Company 
Percentage of Overtime Charged to O&M 

$1,070,133 
$1,402,549 

0.7630 



UNS Gas, Inc. 
Payroll Tax Expense 

Test Year Ended December 31,2005 

Docket No. 6-04204A-06-0463 
Schedule C-10 
Page 1 of 1 
Revised 

Line 
- No. Description Amount Reference 

I Adjustment Related to Severance Related Payroll Tax $ A 
2 
3 

Adjustment to Reduce Overtime Related Payroll Tax 
Total Adjustment to Payroll Tax 

$ (9,348) B 
$ (9,348) 

Notes and Source 
A: Severance Accrual Adjustment (Schedule C-8) 

4 Severance Accrual Adjustment $ 52,388 
5 
6 

OASDI Tax Rate 6.20% 
OASDI Payroll Tax Related to Severance Adjustment $ 3,248 

7 Severance Accrual Adjustment $ 52,388 
8 
9 

Medicare Tax Rate 1.45% 
Medicare Payroll Tax Related to Severance Adjustment $ 760 

10 OASDI Payroll Tax Related to Severance Adjustment $ 3,248 
11 Medicare Payroll Tax Related to Severance Adjustment $ 760 
12 Total Severance Related Payroll Tax Adjustment $ 4,008 L6 +L9 

B: Overtime Adjustment (Schedule C-9) 
13 Overtime Payroll Adjustment $ 123,010 
14 
15 

16 
17 
18 
19 
20 

Allocator of wages in excess of $94,200 0.00817 * 
Waaes in excess of $94.200 $ 1.005 L13 x L14 " . .  

Overtime Payroll Adjustment $ 123,010 
Wages in excess of $94,200 $ 1,005 

OASDI Tax Base $ 122,005 L16 - L17 
OASDI Tax Rate 6.20% 

OASDI Payroll Tax Related to Overtime Adjustment $ 7,564 

21 Overtime Payroll Adjustment $ 123,010 
22 Medicare Tax Rate 1.45% 
23 Medicare Payroll Tax Related to Overtime Adjustment $ 1,784 

24 Adjustment to Overtime Related Payroll Tax $ 9,348 L20 + L23 

* Allocator of wages in excess of $94,200 calculated as follows: 

Amounts taken from UNS Gas Payroll Tax adjustment workpaper 

25 UNS Gas Unclassified Payroll in excess of $94,200 $ 83,916 
26 Gross Annualized Payroll - per Company $10,270,949 
27 Allocator of wages in excess of $94,200 0.0081 7 L25 I L26 

FERC 408 
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UNS Gas, Inc. 
Property Tax Expense 

Docket No. 6-04204A-06-0463 
Schedule C-12 
Page 1 of 1 

Test Year Ended December 31,2005 

Line 
- No. Description Amount Reference 

1 UNS Gas Proposed Increase to Property Tax Expense $ 1,591,370 A 
2 Staff Proposed Increase to Property Tax Expense $ 1,511,080 B 
3 Adjustment to Property Tax Expense $ (80,290) L2 - L1 

Notes and Source 
A: UNS Gas Filing, Schedule C-2, page 5, line 7 
B: Amounts taken from Company workpapers used to calculate its property tax expense adjustment 

4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 

15 
16 
17 
18 
19 
20 
21 

22 
23 
24 
25 
26 

Utility Plant in Service Taxes 
Total Net Plant in Service - Rate Base 
Less: Licensed Transportation in Rate Base 
Less: Land Cost & Rights of Way in Rate Base 
Less: Environmental Property in Rate Base 
Plus: Land FCV Per Arizona Dept. of Revenue 
Plus: Materials & Supplies in Rate Base 
Plant in Service Full Cash Value 
Assessment Ratio" 
Taxable Value 
Average Tax Rate 
Property Tax 

Environmental Property in Rate Base 
Statutory Full Cash Value Adjustment 
Environmental Full Cash Value 
Assessment Ratio* 
Taxable Value 
Average Tax Rate 
Property Tax 

Total Property Taxes 
Property Taxes on Leased Property 
Total Property Tax Expense 
Less: Recorded Property Taxes Excluding Call Center 
Property Tax Expense Adjustment 

General/ 
Transmission Distribution Intangible Total 
$ 12668.650 $ 148.702.079 $ 9.770.270 $171.140.999 
$ - $  - $(3,224;086) $ (3,224,086) 
$ (69,665) $ (200,495) $ (144,835) $ (414,995) 
$ (553,351) $ (2,868,087) $ (345,452) $ (3,766,890) 

$ 697,806 $ 697.806 
$ 2,039,798 $ 2,039,798 

$ 12,045,634 $ 148,371,101 $ 6,055,897 $166,472,632 
24.0% 24.0% 24.0% 24.0% 

$ 2,890,952 $ 35,609,064 $ 1,453,415 $ 39,953,431 
9.4747% 9.4747% 9.4747% 9.4747% 

$ 273,909 $ 3,373,852 $ 137,707 $ 3,785,468 

$ 553.351 $ 2.868.087 $ 345.452 $ 3.766.890 . .  . .  
50% 50% 50% 50% 

$ 276,676 $ 1,434,044 $ 172,726 $ 1,883,445 
24.0% 24.0% 24.0% 24.0% 

$ 66,402 $ 344,171 $ 41,454 $ 452,027 

$ 6,291 $ 32,609 $ 3,928 $ 42,828 
9.4747% 9.4747% 9.4747% 9.4747% 

$ 280,200 $ 3,406.461 $ 141,635 $ 3,828,296 
$ - $  - $ 25,629 a $ 25,629 
$ 280,200 $ 3,406,461 $ 167,264 $ 3,853,925 
$ (135,825) $ (2,082,996) $ (124,024) $ (2,342,845) 
$ 144,375 $ 1,323,465 $ 43,240 $ 1,511,080 

a: Prooertv Tax for Leases calculated as follows (amounts taken from Comoanv WOrkDaDer) . .  , 
Cotionwood Lease Primary Value Secondary Value Total 

27 Full Cash Value $ 795,459 $ 1,016,515 
28 Assessment Ratio* 
29 Taxable Value 

24.0% 24.0% 
$ 190,910 $ 243,964 

30 
31 

32 
33 
34 
35 
36 
37 
38 
39 

Tax Rate 
Property Tax 
Nogales Lease 
Full Cash Value 
Assessment Ratio* 
Taxable Value 
Tax Rate 
Property Tax 
Percentage Allocated to UNS Gas 
Property Taxes Allocated 
Total Lease Taxes 

8.7284% 1.821 8% 
$ 16,663 $ 4,445 $ 21,108 

$ 397,182 
24.0% 

$ 95,324 
11.8563% 

$ 11,302 
40% 

$ 4,521 $ 4,521 
$ 25,629 

* 2007 Arizona Statutory Assessment Ratio 24.0% 
FERC 408 
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UNS Gas, Inc. 
Membership and Industry Association Dues 

Test Year Ended December 31,2005 

Docket No. G-04204A-06-0463 
Schedule C-14 
Page 1 of 1 

Line FERC 
No. Vendor Amount Account - 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
I 1  
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 

American Gas Association 
Less 40% Related to Lobbying & Advertising* 
Adjusted American Gas Association 
Arizona Utility Group 
Arizona Utility Investors Association 
Chino Valley Area Chamber of Commerce 
Coconino County Clerks of Superior Court 
Exchange Club 
Flagstaff Chamber of Commerce 
IBA Publishing Inc. 
Kingman Chamber of Commerce 
Kingman Rotary Club 
Mayer Area Chamber of Commerce 
Prescott Chamber of Commerce 
Prescott Valley Chamber of Commerce 
Seligman Chamber of Commerce 
Show Low Girls Soccer Booster Club 
Show Low Main Street 
U.S. Mexico Border Counties Coalition 
USDA Forest Service 
White Mountain Regional Development Corp. 
Total Membership and Industry Association Dues 

$ 41,854 
40% 

16,742 
$ 500 
$ 2,500 
$ 215 
$ 18 
$ 375 
$ 2,378 
$ 325 
$ 386 
$ 458 
$ 72 
$ 386 
$ 550 
$ 40 
$ 25 
$ 375 
$ 250 
!§ 173 
$ 1.100 

930 

930 
930 
930 
930 
92 1 
92 1 
921 
930 
921 
92 1 
930 
930 
930 
930 
930 
930 
92 1 
930 
930 

$ 26.868 

Total From 
Above Adjustment 

23 Total Amount Recorded in Account 921 $ 23,003 $(23,003) 
24 
25 Total 

Total Amount Recorded in Account 930 $ 3.865 $ (3.865) 

* Percentage derived from NARUC Audit Reports on AGA Expenditures for 1998 
and 1999 issued January 2000 and June 2001, respectively 
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UNS Gas, Inc. 
Postage Expense 

Test Year Ended December 31,2005 

Docket No. G-04204A-06-0463 
Schedule C-16 
Page 1 of 1 
Revised 

Line 
No. Description Amount Reference 

1 
2 Staff Annualized Postage Expense 
3 Adjustment to Postage Expense 

UNS Gas Annualized Postage Expense $ 529,380 A 
$ 503,356 B 
$ (26,024) a L2 - L1 

Notes and Source 
A: UNS Gas workpaper used in calculating its Postage Expense adjustment 

B: 

a: 

b: 

Staff recommended Postage Expense Annualization 
Test Year Postage Expense !$ 445,171 

1.11 
Increased Postage Expense 493,298 
Postage increases effective 1/8/06 and 5/14/07 ($.04/$.37) 

Ratio of Weighted Average Annualized Customers 
Annualized Postage Expense per Staff 

1.02039 b 
$ 503.356 

Allocation of Staff adjustment to FERC accounts 
FERC903 $ (24,749) 95.1 % 
FERCXI $ '(1,275) 4.9% 

$ (26,024) 100.0% 
TY average and year end customers derived from the 
following rate classes per UNS Gas response to STF 1 1 .I 0: 

Average Dec. 2005 
Residential - 10 118,821 121,125 

Residential CARES -12 5,264 5,556 
Small Volume Commercial - 20 10,849 11,017 

Small Volume Public Authority - 40 1,042 1,051 
Large Volume Commercial -22 10 11 

Large Volume Public Authority - 42 6 5 
135,992 138,765 

Additional Postage Expense through Customer Annualization 1.02039 



m a 
d- 
9 

i 

ci, 
0 
4 

? b  a'; 

d- 
0 cv 
d- 

S 
0 .- c. 

L 
a, 
X 
a, 
X 
([I c. 
a, c 

L .- 
0 c. 
n 

% 
([I 

a, 
g 
4? 
a, 
tn 
([I 

g 
S - 



UNS Gas, Inc. 
Corporate Cost Allocations 

Test Year Ended December 31.2005 

Docket No. 6-04204A-06-0463 
Schedule C-18 
Page 1 of 1 
Added 

Line 
No. Description Amount Reference - 
1 Adjustment to Corporate Cost Allocations !$ (12,7652 A 

A: Adjustment proposed by RUCO and agreed to by UNS Gas Inc. per rebuttal 
testimony of Company witness Dallas Dukes 



UNS Gas, Inc. 
Rate Case Expense 

Test Year Ended December 31,2005 

Line 
No. Description Amount Reference - 
1 UNS Gas Rate Case Expense per Company Filing $ 200,000 A 
2 Staff Recommended Rate Case Expense $ 85,000 B 
3 Adjustment to Rate Case Expense $(115,000) L2- L1 

Notes and Source 
A: UNS Gas filing, Schedule C-2, page 2, line 5 

B: Staff Recommended Rate Case Expense $ 255,000 
Normalized Over Three Years 3 

Staff Recommended Normalized Rate Case Expense $ 85,000 

Docket No. 6-04204A-06-0463 
Schedule C-I 9 
Page 1 of 1 
Added 



UNS Gas, Inc. 
CARES Related Amortization 

Test Year Ended December 31,2005 

Docket No. 6-04204A-06-0463 
Schedule C-20 
Page 1 of 1 
Added 

Line 
No. Description Amount Reference - 
1 Adjustment to CARES Related Amortization $ (441 3 1  11 A 

Notes and Source 
A: Surrebuttal testimony of Staff witness Julie McNeely-Kitwan 
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Attachment RCSSIR 
Schedule RD-1 

Page 2 of 2 

Adjusted Existing Current 
Class of Service Billing Units Rates Revenues 

Residential Service (R10) 
Customer Charge 1,453,515 7.00 $ 10,174,605 
Distribution Margin Therms 69,086,246 0.3004 $ 20,753,508 
TOTAL R10 $ 30,928,113 

Residential Service Cares (R12) 
Customer Charae 66.668 7.00 $ 466.676 

A (B) (C ) 

UNS Gas Inc. Rate Case; Docket No. G-04204A-06-0463 
Staff Proof of Revenue at Present and Proposed Rates 

Staff Residential 
Proposed New Proposed Cares (R-12) 

Rates Revenues Winter Discount 
(D) (E) (F) 

8.50 $ 12,354,878 
0.3177 $ 21,945,351 

$ 34,300,229 

7.00 $ 466.676 

Line 

1 
2 
3 

4 
5 
6 

7 
8 
9 

10 
11 
12 

13 
14 
15 

16 
17 
18 

19 
20 
21 

22 
23 
24 

25 
26 
27 

28 
29 
30 

30 
31 
33 

Distribution Margin Therms 2,772,560 0.3004 $ 832,877 
TOTAL R12 $ 1,299,553 

0.3177 $ 880,707 $ (320,006) 
$ 1,347,383 

Small Volume Commercial Service (C20) 
Customer Charge 132,206 11.00 $ 1,454,266 
Distribution Margin Therms 29,157,287 0.2420 $ 7,056,063 
TOTAL C20 $ 8,510,329 

Large Volume Commercial Service (C22) and Commercial Transportation 
Customer Charae 208 85.00 $ 17,680 

13.50 $ 1,784.781 
0.2625 $ 7,653,436 

$ 9,438,217 

100.00 $ 20,800 
Distribution Margin Therms 3,788,950 0.1551 $ 587,666 
TOTAL C22 $ 605,346 

Small Volume Industrial Service (1-30) 
Customer Charge 156 11.00 $ 1,716 1 13.50 I $ 2,106 

0.1717 $ 650,547 
$ 671,347 

Distribution Margin Therms 51 1,826 0.2122 $ 108,609 I 0.23491 $ 120,248 
TOTAL 130 $ 110,325 I I $ 122,354 

I I 
Large Volume Industrial Service (132) and Industrial Transportation 
Customer Charge 228 85.00 $ 19.380 
Distribution Margin Therms 21,610,146 0.0864 $ 1,867,117 
TOTAL 132 $ 1,886,497 

Small Volume Public Authority (PA-40) 
Customer Charge 12,664 11.00 $ 139,304 

100.00 $ 22,800 
0.0958 $ 2,069,383 

$ 2,092,183 

13.50 $ 170,964 
Distribution Margin Therms 5,808,366 0.2354 $ 1,367,289 I 0.25821 $ 1,499,894 
TOTAL PA40 $ 1,506,593 I I $ 1,670,858 

Large Volume Public Authority (PA-42) and Public Authority Transportation 
Customer Charge 104 85.00 $ 8,840 
Distribution Margin Therms 5,525,089 0.1084 $ 598,920 
TOTAL PA42 $ 607,760 

Special Gas Light Service (PA-44) 
Customer Charge Lighting Group A 864 13.57 $ 11,724 
Customer Charge Lighting Group B 3,756 16.28 $ 61,148 
TOTAL PA44 $ 72,872 

100.00 $ 10,400 
0.1201 $ 663,624 

$ 674,024 

15.05 $ 13,003 
18.06 $ 67,815 

$ 80,817 

Irrigation Service (IR-60) 
Customer Charae 72 11.00 $ 792 I 13.501 $ 972 
Distribution Margin Therms 86,803 0.2876 $ 24,965 I 0.31791 $ 27,593 
TOTAL IR60 $ 25,757 I I $ 28,565 

Increase 
Total Revenue Requirements S 45,553,146 $ 4,552,826 50,105,972 
Staff revenues 
Difference 

$ 45,793,618 
$ (240,472) 

Note A 

$ 4,312,354 $ 50,105,972 
$ 240,472 

RD-lp2 

Notes 
[A] The (240,472) billing unit-related difference is incorporated into the development of Staffs Proposed Rates 

Staffs proposed rates are designed to recover the adjusted revenue requirement using the adjusted billing determinants in column A. 
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INTRODUCTION 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Q* 

A. 

Please state your name and address. 

My name is David C. Parcell. I am Executive Vice President and Senior Economist of 

Technical Associates, Inc. My business address is 1051 East Cary Street, Suite 601, 

Richmond, VA 23219. 

Are you the same David C. Parcell who filed Direct Testimony on behalf of the 

Commission Staff in this proceeding? 

Yes, I am. 

What is the purpose of your current testimony? 

My current testimony is Surrebuttal Testimony in response to the Rebuttal Testimony of 

UNS Gas witness Kentton C. Grant. I also respond to UNS Gas’ proposal to apply the 

Company’s cost of capital to a fair value rate base. 

What aspects of Mr. Grant’s Rebuttal Testimony do you respond to in this 

Surrebuttal Testimony? 

My Surrebuttal Testimony responds to the following general areas of Mr. Grant’s Rebuttal 

Testimony: 

Cost of Common Equity; 

Capital Structure; and, 

Financial IntegrityKapital Attraction of UNS Gas. 
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COST OF COMMON EQUITY 

Q. 

A. 

Q. 

A. 

What are the primary differences in your cost of equity recommendations and the 

cost of equity recommendations of Mr. Grant? 

The primary difference in our respective cost of equity recommendations revolves around 

our Capital Asset Pricing Model (“CAPM’) analyses. As I indicated in my Direct 

Testimony (Page 37, lines 18-20) and as Mr. Grant acknowledges in his Rebuttal 

Testimony (Page 17, Lines 12-14), our respective Discounted Cash Flow (“DCF”) results 

are very similar, as follows: 

Parcel1 

Grant 

9.25% -- 10.50% 

9.10% -- 10.50% 

This indicates that Mr. Grant and I agree with regard to our DCF results. However, it 

appears that Mr. Grant does not give any weight to his DCF results, as his recommended 

11 .O percent cost of equity for UNS Gas exceeds the median of his DCF results (9.9 

percent) and appears to rely exclusively on the median of his CAPM analysis (1 1 .O 

percent). This exclusive reliance on his CAPM results in an excessive cost of equity 

recommendation by Mr. Grant. 

Aside from your concerns with Mr. Grant’s exclusive reliance on the CAPM 

methodology, do you have any comments about Mr. Grant’s CAPM methodology 

and his comments on your CAPM methodology in his Rebuttal Testimony? 

Yes, I do. As I indicated in my Direct Testimony (Page 37, Lines 28-31 and Page 38, 

Lines 1-4) and as Mr. Grant acknowledges in his Rebuttal Testimony (Page 17, Lines 23- 

25), the primary differences in our respective CAPM methodologies are 1) his use of a 

risk free rate (5.3 percent) which is outdated and exceeds the current level of U.S. 
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Treasury bond yields; and 2) his use of an equity risk premium (7.1 percent) that relies 

exclusively on the arithmetic means of common stock returns and bond returns over the 

period 1926-2005. 

Q* 

A. 

Q. 
A. 

Q. 

A. 

Mr. Grant claims, on pages 18-19, that it is appropriate to use only arithmetic 

returns, and ignore geometric (compound) returns in deriving the risk premium 

component of the CAPM. Do you have any comments on this claim? 

Yes, I do. What is important is not what Mr. Grant and I believe, but what investors rely 

upon in making investment decisions. It is apparent that investors have access to both 

types of returns, and correspondingly use both types of returns, when they make 

investment decisions. 

In fact, it is noteworthy that mutual fund investors regularly receive reports on their own 

funds, as well as prospective funds they are considering investing in, that show only 

geometric returns (see for example, Schedule 1 which shows historic performance 

information for one of the nation’s largest mutual funds). Based on this, I find it difficult 

to accept Mr. Grant’s position that only arithmetic returns are considered by investors and, 

thus, only arithmetic returns are appropriate in a CAPM context. 

Does Mr. Grant use Value Line information in his cost of capital analyses? 

Yes, he does. 

Do the Value Line reports cited in his testimony show historic growth rates for the 

gas utilities? 

Yes, they do. 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

Q. 

A. 

Do these Value Line reports show historic returns on an arithmetic basis? 

No, they do not. 

Do the Value Line reports show historic returns on a geometric, or compound 

growth rate basis? 

Yes, they do. See Schedule 2, which describes Value Line’s method of calculating growth 

rates. As a result, any investor reviewing Value Line, as Mr. Grant does, would be using 

geometric growth rates, not arithmetic growth rates. 

Is it your position that only geometric growth rates be used? 

No. I believe that both arithmetic and geometric growth rates should be used. This is the 

case since investors have access to both and presumably use both. 

But does not Mr. Grant cite (pages 18-19) his perception that financial literature 

requires that arithmetic returns be used for this purpose? 

He does state this is his testimony. However, the cost of capital determination is not an 

academic exercise made in some laboratory or university classroom. The true cost of 

equity is made in the “laboratory” of the financial markets, based on the ongoing inter- 

play of countless investors, each with their own agendas and beliefs. This is verified by 

the fact that each time a share of stock is purchased by one investor, it is simultaneously 

being sold by another investor, indicating that their respective views at that time differ. 

Again, investors have access to both arithmetic and geometric growth rates. In all 

likelihood, there is more geometric growth readily available to investors (e.g., mutual hnd  

reports and Value Line) than arithmetic growth. 
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Q. 

A. 

Q. 

A. 

Mr. Grant also takes issue with your comparable earnings analysis. Do you have any 

response to his assertions? 

Yes, I do. Mr. Grant apparently believes that, if natural gas distribution utilities, such as 

UNS Gas, have and are earning returns on equity of over 10 percent and simultaneously 

are enjoying a market-to-book ratio of about 180 percent, then the earned levels represent 

the cost of capital for the gas utilities. I disagree with this position. Investors know that 

the vast majority of utilities are regulated based upon the book value of their assets (i.e., 

rate base) and their liabilities (i.e., capitalization). It is logical and intuitive that investors 

would only pay a stock price that substantially exceeds book value for a utility if there is 

an expectation that the company is earning a return that exceeds its cost of capital. Mr. 

Grant ignores this in his Rebuttal Testimony. 

Mr. Grant also asserts, on pages 19-20, that you did not take into account any 

“Company-specific risk factors” in your cost of equity recommendation. Do you 

have any response to this assertion? 

Yes, I do. The primary “Company-specific risk factor” that Mr. Grant cites is the “size” 

of UNS Gas. Mr. Grant apparently believes that UniSource Energy’s decision to maintain 

UNS Gas as a separate subsidiary, in contrast to merging it into Tucson Electric Power 

andor UniSource Energy, should have the effect of raising its cost of equity. I disagree 

with this assertion. UNS Gas does not raise equity capital in the marketplace; rather it is 

raised by UniSource Energy based on the combined financial strength of all of its 

operations. If UNS Gas and every other subsidiary of UniSource Energy received a higher 

cost of equity due to their respective “small” sizes, each subsidiary, as well as UniSource 

Energy as a whole, would earn an excessive return. 
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Q. Mr. Grant also claims, on page 20, lines 2-7, and again on page 21, lines 19-27, that 

your cite of a 2003 Standard and Poor’s report that is no longer relevant. Do you 

have any response to this assertion? 

Yes, I do. The source of the 2003 Standard & Poor’s (“S&P”) report is UNS Gas’ 

response to STF 7.2. Since there have been no subsequent descriptions of the Company, it 

is evident from the S&P reports supplied by the Company in its DR response that S&P 

does not perceive that UNS Gas’ financial status has changed since the cited report was 

prepared. The absence of any modification of these quotes by S&P is indicative that this 

agency’s position of the Company has not changed since the cited report. 

A. 

CAPITAL STRUCTURE 

Q. 
A. 

What are Mr. Grant’s comments on your capital structure recommendation? 

Mr. Grant objects to my capital structure recommendation, on Page 20, Lines 9-13, by 

noting that I use the actual capital structure of UNS Gas rather than the hypothetical 

capital structure proposed by the Company. However, as was the case in his Direct 

Testimony, he has offered no compelling reasons - indeed no reasons at all - why the 

Commission should ignore the Company’s actual capital structure and utilize a 

hypothetical capital structure that contains more equity than UNS Gas, Tucson Electric 

Power, or UniSource Energy. 

FINANCIAL INTEGRITYKAPITAL ATTRACTION 

Q. Mr. Grant claims, on page 21, lines 1-15, that UNS Gas would not likely earn the 

return you recommend as a result of recommendations of other Staff witnesses. Do 

you have any response to this? 

Yes, I do. The respective recommendations of other Staff witnesses in this proceeding 

reflect their own recommendations based upon their own analyses of UNS Gas’ 

A. 
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application and their own implementation of proper rate-making standards. To the extent 

that the Commission adopts any or all Staff recommendations, this is reflective of 

regulatory acceptance of the positions taken by Staff. Any corresponding reduction in the 

Company’s potential earned rate of return would thus be appropriate from a regulatory and 

rate-making standpoint. 

UNS GAS PROPOSAL TO APPLY COST OF CAPITAL TO FAIR VALUE RATE BASE 

Q. 

A. 

Q. 

A. 

What is your understanding of UNS Gas’ proposal to apply the Company’s cost of 

capital to a fair value rate base? 

According to the Rebuttal Testimonies of James S. Pignatelli (page 2, lines 18-20) and 

Kentton C. Grant (page 28, lines 1-20), UNS Gas is proposing that the total cost of capital 

for the Company be applied to the “fair value” of the Company’s rate base. This request 

is apparently being made in response to a recent Arizona Court of Appeals decision 

regarding Chaparral City Water Company. According to UNS Gas witnesses’ 

interpretation of this decision, the Commission “must use fair value rate base to set rates 

per the Arizona Constitution.” 

Have you reviewed this decision and do you have any comments on your 

understanding of its implications for this case? 

Yes, I do. As was the case for Mr. Grant’s testimony, my “non-legal understanding” of 

this decision is that the Commission must consider the fair value of a utility’s assets in 

setting rates. However, I do not agree with Mr. Grant that this implies that the Company’s 

cost of capital must be applied to the fair value of the rate base. 

My “non-legal understanding” of the Court decision indicates that the Court agreed with 

the Commission that “the cost of capital analysis ‘is geared to concepts of original cost 
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measures of rate base, not fair value measures of rate base’ and thus was appropriately 

applied here to the OCRB.” The decision went on to state “If the Commission determines 

that the cost of capital analysis is not the appropriate methodology to determine the rate of 

return to be applied to the FVRB, the Commission has the discretion to determine the 

appropriate methodology.” 

Q. 

A. 

Do you have any observations based upon your own experience in cost of capital 

determination, as to whether the cost of capital is consistent with a fair value rate 

base? 

Yes, I do. It is my personal experience, based upon over 35 years of providing cost of 

capital testimony, that the entire concept of cost of capital is designed to apply to an 

original cost rate base. This is the case since the cost of capital is derived from the 

liabilities/owners’ equity side of a utility’s balance sheet using the book values of the 

capital structure components. The cost of capital, once determined, is then applied to (i.e., 

multiplied by) the rate base, which is derived from the asset side of the balance sheet. 

From a financial, as well as regulatory, perspective, the rationale for this relationship is 

that the rate base is financed by the capitalization. Under this relationship, a provision is 

provided for investors (both lenders and owners) to receive a return on their invested 

capital. Such a relationship is meaninghl as long as the cost of capital is applied to the 

original cost (i.e., book value) rate base, because there is a matching of rate base and 

capitalization. 

When the concept of fair value rate base is incorporated, however, this link between rate 

base and capital structure is broken. The “excess” of fair value rate base over original cost 

rate base is not financed with investor-supplied funds and, indeed, the excess is not 
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financed at all. As a result, the cost of capital cannot be applied to the fair value rate base 

since there is no financial link between the two concepts. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Why is it important that there be a link between the concepts of rate base and cost of 

capital? 

This link is important since financial theory, as well as regulatory precedent, indicates that 

investors should be provided an opportunity to earn a return on the capital they provided 

to the utility. Since the capital finances the rate base (in an original cost world) the link 

between cost of capital and rate base satisfies this financial and regulatory objective. 

Based on your experience as a cost of capital witness over the past 35 years, do you 

have a proposed solution for the Commission to account for the use of a fair value 

rate base in setting rates for UNS Gas? 

Yes, I do. Since the differential between fair value rate base and original cost rate base is 

not financed with investor-supplied funds, it is logical and appropriate to assume that this 

excess has no cost. As a result, the cost of capital, through the capital structure, can be 

modified to account for a level of cost-free capital in an equal dollar amount to the excess 

of fair value rate base over the original cost rate base. Such a procedure would still 

provide for a return being earned on all investor-supplied funds and thus be consistent 

with financial and regulatory standards. 

Has the Staff made such a proposal in this proceeding? 

Yes, it has. Staff witness Ralph Smith has re-cast my cost of capital calculation in a 

fashion that incorporates my surrebuttal position. As this indicates, the “fair value cost of 

capital’’ for UNS Gas is 6.81 percent. 
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Q. 
A. 

Does this conclude your Surrebuttal Testimony? 

Yes, it does. 
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ndex, and the risk-free rate of return of a three-month Treasury Bill. For example, if 
L stock has a beta of 1.5, it would be expected to gain 15% when the index gains 
10%. If however, the stock actually gains 20%, this excess return represents the 
;tack's alpha. Value Line expresses alpha as an annualized figure. 

Qmerican Depository Receipts (ADRs) - Since most other nations do not allow 
;tock certificates to leave the country, a foreign company will arrange for a trustee 
:typically a large bank) to issue ADRs (sometimes called American Depository 
Shares, or ADSs) representing the actual, or underlying, shares, Each ADR is equiva- 
lent to a specified number of shares (the ratio is shown in a footnote on the Value 
Line page). 

American Stock Exchange Composite - A market-capitalization weighted index of 
the prices of the stocks traded on the American Stock Exchange. 

Annual Change D-J Industrials - The annual change from year end to year end in 
the Dow Jones Industrial Average, expressed as a percentage. 

Annual Change in Net Asset Value (Investment Companies) - The change in 
percentage terms of the net asset value per share at the end of any given year from 
what it was at the end of the preceding year, adjusted for any capital gains disQibu- 
tions made during the year. 

Annual Rates of Change (Per Share) - Compounded annual rates of change of 
pershare sales, cash flow, earnings, dividends, and book value (or other industry- 
specific per-share figures) over the past ten years and five years and estimated over 
the coming three to five years. All forecasted rates of change are computed from the 
average figure for the past three-year period to an average for a future three-year 
period. If data for a three-year base period are not available, a two- or one-year base 
may be used. 

Arbitrage - The simultaneous purchase of an asset in one market and sale of the 
same asset, or assets equivalent to the asset purchased, in another market. Often 
referred to as “classical arbitrage,” this type of transaction should result in a risk-free 
profit. Risk Arbitrage refers to transactions in stocks involved in takeover activity. 

Arbitrageur - A person or organization that engages in arbitrage activity. 



BEFORE THE ARIZONA CORPORATION COMMISSION 

MIKE GLEASON 

WILLIAM A. MUNDELL 
Chairman 

Commissioner 

Commissioner 
KRISTIN K. MAYES 

Commissioner 
GARY PIERCE 

Commissioner 

JEFF HATCH-MILLER 

IN THE MATTER OF THE APPLICATION OF ) 
UNS GAS, INC. FOR THE ESTABLISHMENT ) 
OF JUST AND REASONABLE RATES AND ) 
CHARGES DESIGNED TO REALIZE A 
REASONABLE RATE OF RETURN ON THE ) 
FAIR VALUE OF THE PROPERTIES OF UNS ) 
GAS, INC. DEVOTED TO ITS OPERATIONS ) 
THROUGHOUT THE STATE OF ARIZONA. ) 

IN THE MATTER OF THE APPLICATION OF ) 
UNS GAS, INC. TO REVIEW AND REVISE ITS ) 

1 

) 

PURCHASE GAS ADJUSTOR. 1 
) 

) 

IN THE MATTER OF THE INQUIRY INTO THE ) 
PRUDENCE OF THE GAS PROCUREMENT ) 
PRACTICES OF UNS GAS, INC. 

DOCKET NO. G-04204A-06-0463 

DOCKET NO. G-04204A-06-00 13 

DOCKET NO. 6-04204A-05-083 1 

SURREBUTTAL 

TESTIMONY 

OF 

STEVEN W. RUBACK 

ON BEHALF OF THE 

UTILITIES DIVISION STAFF 

ARIZONA CORPORATION COMMISSION 

APRIL 4,2007 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

Surrebuttal Testimony of Steven W. Ruback 
Docket Nos. G-04204A-06-0463 et a1 
Page 1 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Please state your name. 

My name is Steven W. Ruback. 

Have you filed direct testimony in this case? 

Yes, I have. 

What is the purp se f Y  ur surrebuttal testimony? 

The purpose of my surrebuttal testimony is to respond to the rebuttal testimony of D. B. 

Erdwurm regarding the UNS proposed Throughput Adjustment Mechanism (“TAM”) and 

customer charges. 

Mr. Erdwurm on page 15, lines 17 to 27, argues that the “company has a strong 

incentive to control costs with or without the TAM”. Would you please respond? 

Mr. D. B. Erdwurm supports his argument by noting that the TAM will not recover costs 

not already included in rates. Mr. Erdwurm treats the issue as either black or white. My 

point is that any incentives for the Company to control costs will be seriously diluted as a 

result of the TAM. The TAM recovers the difference in costs that is attributable to 

deviations from the billing units used to set rates attributable to weather considerations, 

general economic conditions in the service area and conservation. UNS’ proposal would 

water down the incentive to control costs because any under-recovery will be offset by the 

operation of the TAM. 
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Q. 

A. 

Q. 

A. 

Mr. Erdwurm on page 15, lines 25 to 27 argues that the TAM true-up does not 

provide a guarantee that the company will earn its authorized rate of return”. 

Would you please respond? 

A true-up reallocates the risk of under recovery of costs from UNS to customers. The 

effect of any rate design true-up is to provide dollar for dollar cost recovery. The risk of 

under recovery of costs is eliminated because any recovery shortfall attributable to 

weather variations is recovered on a dollar for dollar basis via the TAM true-up. Once 

again, this is not a black or white issue. If the TAM does not provide a guaranteed rate of 

return, the TAM certainly and substantially reduces the risk of under recovery of costs 

and, therefore, reallocates the regulatory risk from an opportunity to earn an authorized 

rate of return to a situation where recovery of the authorized rate of return is practically 

assured. 

Mr. Erdwurm on page 16 lines 9 to 26 argues that the TAM decision in the 

Southwest Gas Corporation rate case in decision No. 68487 was not denied by the 

Commission. Would you please respond? 

This criticism is much to do about nothing. The fact is that Southwest Gas Corporation 

proposed a revenue decoupling mechanism in its last rate case which was not approved. 

Instead, the Commission suggested discussions among the stakeholders, but that is all. 

There was no commitment on behalf of the Commission that a revenue decoupling 

mechanism would be approved even if the stakeholders held different views. The issue 

was tabled for future consideration. The revenue decoupling mechanism is not part of 

Southwest Gas Corporation’s approved tariff. I would also point out that the Commission 

specifically encourages discussions with respect to conservation to the benefit of all 

stakeholders. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Mr. Erdwurm on page 17, lines 1 to 22, argues that the American Gas Association 

supports revenue decoupling mechanisms. Are you surprised? 

No, I am not surprised by AGA’s position. The statement made to the Senate Energy and 

Natural Resources Committee was motivated solely by self interest. The AGA Executive 

Summary, provided as Exhibit DBE-2, notes that “The American Gas Association 

represents 200 local energy companies that deliver natural gas to more than 64 million 

homes, businesses and industries throughout the United States.” The AGA is an industry 

group of local gas distribution utilities. It would be a mistake to assume that the AGA’s 

interests are aligned with those of the Commission and other stakeholders. 

Mr. Erdwurm on page 17 line 24 to page 18 line 20, argues that the National Defense 

Counsel and the American Council for An Energy-Efficient Economy support 

decoupling. Would you please respond? 

After reading Exhibit DBE-3 it appears that the National Defense Counsel and the 

American Council for An Energy-Efficient Economy are primarily interested in 

conservation and energy efficiency. As noted earlier, UNS’ proposal extends to weather 

and general economic conditions. It should be noted that the Commission had access to 

the Joint Statement in the Southwest Gas Rate Case as Exhibit No. SMF-2, and still 

concluded that approval of the decoupling mechanism was not in the public’s interest. 

Mr. Erdwurm on page 18, line 22, refers to a more recent NARUC resolution 

supporting decoupling tariffs. Please comment. 

The November 16, 2005 NARUC Resolution provided as Exhibit DBE-4 is limited to 

conservation and energy efficiency. UNS’ proposal goes much farther by including 

weather variations and general economic conditions in its proposed revenue decoupling 

mechanism. The Resolution resolves that NARUC encourages rate design reviews that 
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“will encourage energy conservation and energy efficiency” and should not, in my 

judgment be interpreted as support for revenue decoupling proposals such as proposed by 

UNS . 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Mr. Erdwurm on page 19, lines 12 to line 15, notes that ten states have adopted 

decoupling mechanisms. Please comment. 

An alternative interpretation is that 40 states have not adopted decoupling mechanisms. 

The regulatory support offered by Mr. Erdwurm shows that states approving revenue 

decoupling mechanisms are in the minority. 

On page 19, lines 1-10, Mr. Erdwurm characterizes the early 1990s economic 

recession in Maine and how it impacted the TAM-like Electric Revenue Adjustment 

Mechanism (“EUM”) as something that could not happen with the TAM. 

The fact that apparently escapes Mr. Erdwurm is that the ERAM, like the TAM, had no 

adjustments for changes in regional activity. The adoption of the ERAM coincided with a 

recession that resulted in lower sales levels and substantial revenue deferrals that reached 

$52 million at the end of 1992. The ERAM was viewed by many as a mechanism that 

shielded Central Maine Power (“CMP”) fiom the economic impact of the recession rather 

than furthering the intended energy conservation incentives. CMP’s ERAM was 

terminated on November 30, 1993. 

On page 9, line 9 to page 10, line 23, of Mr. Erdwurm’s rebuttal testimony, he argues 

that natural gas distribution system costs are fixed costs largely supported by 

volumetric rates. Is this a new argument? 

No. This is not a new argument. The Company’s direct testimony includes the same 

arguments advanced to support higher customer charges. 
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Q. 
A. 

Q. 
A. 

Even though it may not be a new argument, would you please respond? 

I do not disagree that natural gas distribution system costs are fixed costs largely 

supported by volumetric rates. Mr. Erdwurm fails to understand that, according to rate 

design practice, fixed costs do not have to be recovered with fixed charges. The only 

jurisdiction that I am familiar with that allows all fixed costs to be recovered from fixed 

charges is Georgia. Atlanta Gas Light Company has such a Straight-Fixed-Variable rate 

design, but the Georgia Legislature stripped the Commission of rate design authority and 

mandated the Straight-Fixed-Variable rate design. 

Natural gas distribution systems have long been recognized as fixed costs systems, and 

Commissions throughout the Country have designed rates which recover some amount of 

customer costs in a fixed customer charge and the remainder of the revenue requirement 

from demand charges and volumetric rates. This rate design has been used for all natural 

gas distribution systems with the exception of Atlanta Gas. This rate design is not limited 

to natural gas distribution utilities. Electric utilities also routinely recover fixed costs from 

volumetric charges. The problem that Mr. Erdwurm identifies is an old issue. I disagree 

that the Company’s proposal does not violate long-standing regulatory principles. In my 

opinion, UNS’ customer charge proposals are not consistent with industry rate design 

standards. 

Is cost of service the sole criterion for class revenue requirements and rate design? 

I take umbrage with his comment that Staff did not consider cost of service principles in 

arriving at its recommendation. Mr. Erdwurm apparently does not understand that rates 

are not set by cost of service alone. Cost of service is an important rate design criterion, 

but not the sole criterion. The results of an allocated cost of service study are the starting 

point for rate design. Regulators have traditionally used gradualism, value of service, 
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public acceptability and other non-cost of service criteria. Moreover, regulators have not 

assigned specific weightings to any one criterion, recognizing that rate design is an art, not 

a strict mathematical exercise without the application of informed judgment. 

Q. 

A. 

Q. 
A. 

On page 12, line 18, of Mr. Erdwurm's rebuttal testimony, he argues that telephone, 

cable television and internet service have moved away from volumetric rates. Is this 

relevant? 

No. There are important distinctions to be made. First, the telephone industry is highly 

competitive and rates should reflect competitive considerations, not cost of service 

considerations. Internet service is also competitive, and price must be competitive with 

other service suppliers regardless of cost. Cable television tends to have a monopoly in a 

specific geographic area, but cable television is not an essential utility service. 

Does that conclude your surrebuttal testimony? 

Yes. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Please state your name and business address. 

My name is Jerry E. Mendl. I am the President of MSB Energy Associates, Inc. ("MSB"). 

My business address is MSB Energy Associates, Inc., 7507 Hubbard Avenue, Middleton, 

Wisconsin 53562. 

Are you the same Jerry E. Mendl that filed Direct Testimony in this case? 

Yes. 

What is the purpose of your Surrebuttal Testimony? 

The purpose of my testimony is to provide a response to the Rebuttal Testimony filed by 

UNS Gas, Inc. ("UNS Gas"), and specifically Mr. James Pignatelli and Mr. David 

Hutchens. I disagree with their request that the Commission approve UNS Gas' Price 

Stabilization Policy. 

In his Rebuttal Testimony, Mr. Hutchens said that your concern that UNS Gas' price 

Stabilization Policy would allow the Company to use "options and collars which 

could add to the cost without commensurate benefit to the ratepayers" is unfounded. 

What is your reaction? 

The fact that UNS Gas has never used call options and collars does not obviate the fact 

that the Stabilization Policy for which UNS Gas sought approval explicitly allows the 

Company to use them. If the Commission were to approve the Stabilization Policy, and 

the Company elected to use a hedging mechanism that added to the cost without 

commensurate benefit to the ratepayers, the Company would nonetheless be acting in 

accordance with the Commission-approved policy. Even if it could be shown that the 

Company's use of the costly hedging mechanism was imprudent, it would dramatically 

change the burden of proof, and insulate the Company, because its use was consistent with 
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an approved policy. The Commission should not approve a Stabilization Policy that 

provides the Company with the flexibility to take imprudent actions while limiting the 

ability of the Commission and interveners to hold the Company accountable. 

Q* 

A. 

Mr. Hutchens offered that the Company would remove from its Stabilization Policy 

options that could incur substantial costs/premiums. Is that a solution to your 

concerns about approving the Stabilization Policy? 

No. My concern is maintaining accountability while maintaining flexibility to respond to 

volatile and changing markets. Removing call options and collars that add to the cost 

without commensurate benefit to the ratepayers fiom the Stabilization Policy would be 

good. However, as I indicated in my Direct Testimony, there may be circumstances under 

which collars and call options may provide benefit to ratepayers commensurate with the 

cost. Removing these categorically would not be reasonable. 

Mr. Hutchens indicated that the Company includes these secondary hedging mechanisms 

in its Stabilization Policy to maintain flexibility. I do not take issue with the Company 

maintaining flexibility. Maintaining flexibility is another way of saying that the Company 

retains the prerogative to take appropriate action. When the Company retains flexibility 

and management prerogative, it must be held accountable for its exercise of that 

prerogative. The Company's initial request for approval of the Stabilization Policy retains 

the Company's management prerogative but reduces its accountability. Thus I did not 

recommend that the Commission approve the Stabilization Policy. 

Mr, Hutchens' offer to limit the Company's prerogative by removing call options and 

collars fiom hedging mechanisms allowable under the Stabilization Policy would clearly 

avoid circumstances where those mechanisms increase the cost without commensurate 
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ratepayer benefits. However, the categorical exclusion of call options and collars also 

eliminates strategies that may in some circumstances be appropriate. Approval of a 

Stabilization Policy that categorically excludes hedging mechanisms (including those that 

could be potentially useful under some circumstances) does not hold the Company 

accountable for pursuing those mechanisms when they are in the ratepayers' interests. 

Thus I cannot support Mr. Hutchens' proposal to approve the Stabilization Policy as 

modified to exclude call options and collars. 

Q. 
A. 

What is the solution to your concern about approving the Stabilization Policy? 

My solution is to not approve the Stabilization Policy, either including or excluding the 

call option and collar hedging mechanisms, because doing so decreases the accountability 

of UNS Gas for its actions. 

There is no disagreement that gas markets and prices have been volatile, and that they are 

likely to continue to be volatile. The Stabilization Policy is a reasonable internal 

mechanism for UNS Gas to employ to monitor and control the impacts of gas price 

volatility as long as it is continuously updated and adjusted for changing market 

conditions. It would not be reasonable for UNS Gas to combat the impacts of a dynamic 

market using a static approach. 

The disagreement arises when UNS Gas seeks Commission approval of the Stabilization 

Policy. Commission approval fixes the Stabilization Policy until the Commission 

approves a revised policy. The Company intends to annually update the Stabilization 

Policy, meaning that a Commission approval would be static for at least a year, much 

longer than appropriate in the dynamic market. In a volatile market, the utility must be 

held accountable for reacting as quickly as possible to changing conditions. Approval of 
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the Stabilization Policy as UNS Gas proposed actually creates a harmfbl safe harbor in 

which UNS Gas is less likely to react quickly to changing market conditions because it 

faces greater risk in deviating from a Commission-approved policy, even if deviating 

would better serve ratepayer interests. 

Q. 

A. 

Mr. Hutchens testifies that your concern that the approval of the Stabilization Policy 

would put the Company on autopilot is inconsistent with the Company's behavior 

and the policy itself. Do you agree? 

No. My point is that if the Commission approves the Stabilization Policy, actions 

consistent with the approved policy will be given a presumption of prudence. That is 

clearly the Company's intention in pursuing the approval of the Stabilization Policy, 

confirmed in Mr. Hutchens' testimony that "it would not be acceptable for the Company to 

implement a procurement policy that could later be second-guessed." (Rebuttal page 1 1, 

lines 23-25) 

Q. 

A. 

Once approved, the policy has a presumption of prudence. The Company perceives more 

risk by deviating from the approved policy than by staying with the policy longer than it 

should in light of changed conditions. Approving the proposed Stabilization Policy does 

not protect the ratepayers, and in fact harms them if the Company reacts more slowly to 

changing market conditions. However, approving the proposed Stabilization Policy would 

insulate UNS Gas from cost recovery risks associated with gas procurement. 

Is your concern inconsistent with the Company's behavior and the policy itself as 

Mr. Hutchens alleges? 

No. The annual reviews and updates about which Mr. Hutchens testified are too 

infrequent in volatile markets. Mr. Hutchens indicates, as does the Stabilization Policy 
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(Risk Management Committee meets quarterly), that reviews occur more frequently. 

However, the Company reviews do not change the Commission-approved policy - that 

takes a Commission action. Until the approved policy is changed, the Company has 

strong incentive to act in accordance with the Commission-approved policy. Thus, 

Company reviews, even if they take place quarterly or more frequently, do not equate to 

changes in Company actions or to changes in the Commission-approved policy. 

Mi. Hutchens does not take his argument for a Commission approval of the Stabilization 

Policy far enough. Namely, if there was a Commission-approved policy, how would the 

Commission approval process be updated frequently enough to respond to the volatile 

natural gas markets and other changing conditions? 

Q. 

A. 

Are you suggesting that the Commission should engage in these quarterly or more 

frequent stabilization policy reviews and updates? 

No. I think that would be burdensome and procedurally unworkable. Since each updated 

approval would constitute a new presumption of prudence that could affect the future 

rights of the interveners, these updating processes should involve interveners and a record, 

and as a result would be cumbersome. My recommendation is that the Commission not 

approve the Stabilization Policy. 

If the Commission chooses to approve a Stabilization Policy, my recommendation is that 

it should condition the approval to be valid only as long as the conditions underlying the 

policy do not change. That provides guidance to UNS Gas, but recognizes that conditions 

may change and holds UNS Gas accountable for responding promptly to those changes. 
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Q. 

A. 

Q. 

A. 

Q. 
A. 

Do you agree with Mr. Hutchens' Rebuttal Testimony on page 11, line 23, that "it 

would not be acceptable for the Company to implement a procurement policy that 

could later be second-guessed?" 

No. From the Commission and ratepayer perspectives, it is appropriate that UNS Gas be 

held accountable for its gas purchases. It is not appropriate for UNS Gas to create a 

procurement policy that precludes interveners and the Commission from questioning 

whether UNS Gas was reasonably procuring gas in light of changing conditions. 

Does the new UNS Gas, Inc. Price Stabilization Policy effective January 1, 2007, 

attached to Mr. Hutchens' Rebuttal Testimony as Exhibit DGH-4, reflect his offer to 

remove from its Stabilization Policy options that could incur substantial 

costs/premiums? 

No. The new Price Stabilization Policy is the same as the Price Stabilization Policy UNS 

Gas adopted effective January 1, 2005 and 2006, in that all three policies include the use 

of call options and collars as secondary methods to achieve price stabilization. 

Does this conclude your testimony? 

Yes it does. 


